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RAILWAY RATES AND RATE-MAKING IN FRANCE 
SINCE 1921°' 


I. INTRODUCTORY 


HE Law and Convention of 1921 set up a new French 
railway régime; definitely returned to private operation, 


under new extended contracts, the five large systems 
which had been combined with the state lines for war-time pur- 
poses under the minister of public works; settled the financial 
problems arising out of public war-time operation; and provided 
a new machinery of state regulation, financial stabilization, and 
commercial operation within which the contractual relations be- 
tween the state and the railways were modified to suit the new 
post-war conditions. The years since 1921 have provided a test 
period for the new system under many varied conditions; the rail- 
ways have operated under both prosperity and depression; the 
franc has been stabilized; new competition from motor transport 
has arisen; new governments with new programs of economic and 
financial policy have appeared and disappeared. The 1921 ma- 
chinery may now be judged in the light of these and many other 
changing conditions and some conclusions made as to its suitabil- 
ity for present and future needs. 
The alarming decline in railway revenues in France during the 
last three years, resulting from the combined assault of trade de- 
* The author obtained most of the material used in this article in France during 
1931-32 as a Fellow of the Social Science Research Council of New York. 
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pression and motor competition, has forced renewed attention 
upon the problems of the railway industry and particularly upon 
the relationship between the state and the railways. The machin- 
ery of this relationship is now undergoing its most severe test. 
The success or failure of the French experiment is of supreme im- 
portance to the French economic and political structure, and its 
lessons are of great importance for Great Britain and the United 
States, where the post-war railway legislation is also being se- 
verely tested. The main purpose of this article is to examine the 
application, during the last eleven years, of the rate clauses of the 
Convention, or agreement, passed in 1921 between the minister of 
public works and the large railway companies, and of the Law 
ratifying and extending the Convention.’ 


Il. THE PUBLIC NATURE OF FRENCH RAILWAYS 


When the problem of organization of railways was first encoun- 
tered in France, the government rejected the system of free com- 
petition in use in the United States and Great Britain and hesi- 
tated between direct state operation and concession or lease to 
private companies. Between 1830 and 1850 the weak financial 


condition of the Treasury, the lack of capable persons or public 
organizations to undertake railway operation, and the strength of 
private credit turned the government toward the latter system. 
The railways, along with public roads, navigable steamers, ports, 
harbors, seashore, waterfalls, were from the beginning regarded as 
part of the public domain, and the state simply gave to private 
companies the right to operate a public service for a limited peri- 
od, and delegated to them certain public powers, such as that of 
expropriation of land, or eminent domain.’ The concessions were 


* Law of October 29, 1921, and Convention of June 28, 1921, concerning the new 
régime affecting the railways of national interest (Journal officiel: Lois et decrées, 
November 12 and 19, 1921). 

3 For accounts of the concepts of domaine public, service public, concession, and 
the recognized relationship of the state and the railway industry see Maurice Hau- 
riou, Précis de droit administratif et de droit public (Paris, 1927); Gaston Jéze, Les 
principes généraux du droit administratif: Le fonctionnement des services publics 
(Paris, 1926); Victor Marcais, Le contréle administratif sur les chemins de fer d’intérét 
générale concédés (Angers, 1924); Pierre Dugelay, L’intervention de l'état frangais sur 
les lignes de chemins de fer d’intérét générale (Lyon, 1930); C. Colson, Cours d’ économie 
politique, Book V1: Les travaux publics et les transports (Paris, 1930); Lucien Jansse, 
L’tvolution de la notion de concession en matiére de chemins de fer (Paris, 1924). 
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made in the form of a contract, containing a cahier des charges, 
which outlined the rights and obligations of the company, set up 
the classification of rates and the maximum rates which could be 
charged, and fixed the participation of the state in the construc- 
tion of the right-of-way (to be repurchased by the state at the end 
of the concession) and in the profits of the enterprise. From the 
beginning the national point of view was taken with regard to the 
railway net—it was regarded as more than a mere group of com- 
mercial enterprises; it was a part of the national equipment de- 
signed more for social, economic, and military purposes than for 
profits. Whereas the recognition of the public-service nature of 
the railway industry led in most European countries to its direct 
operation by the state, and in the United States and Great 
Britain (after a period of comparative freedom) to a very detailed 
regulation of railways as privately owned public utilities, in 
France laws as early as those of 1842 and 1845 recognized in a 
precise manner the way in which a public industry could be con- 
signed to private operation without any relinquishing of state 
rights. 

Under the concept of the railways as a part of the outillage na- 
tionale, the state has granted concessions or leases to private com- 
panies, with monopoly within individual territories, and by the 
contracts of concession has retained control of rates, construction, 
finance, service, etc., and at the same time provided the basis for 
direct state investment in the railway plant, for state guaranty of 
railway securities, for cash subsidies, and for state participation in 
railway profits. The state has always reserved the right to repur- 
chase the lines at the expiration of the concessions, in line with the 
theory that the private companies were simply operating public 
services under certain delegated powers. (This right was used to 
buy the lines forming the present Etat system.) Besides these 
contractual rights the state has had, since 1842, general police 
power over the railways, in order to secure safety and public wel- 
fare.* The notion of public service having been clearly defined 
from the beginning of the railway period (in sharp contrast to the 


‘ Colson, op. cit., pp. 392-98. In France there has never been much difference of 
opinion among jurists and economists as to the essential public nature of the indus- 
try and the clearly defined rights of the state. There has been great difference of 
opinion, however, as to the degree to which the state should exercise these rights. 
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decades of legal controversy in the United States), all control and 
regulation have emanated ffom it. For instance, the railway rates 
charged by the companies are considered as taxes imposed to de- 
fray the costs of a national service rather than as commercial 
prices. Similarly, construction, borrowing, and services offered 
are matters of public importance which the state directly controls, 
even though the actual provision of railway facilities (except the 
right-of-way, which is provided by the state out of sums borrowed 
for the account of the state by the railway companies) may be 
delegated to private comanies. Moreover, from the beginning, 
monopoly of railway facilities within a territory was considered 
more economical and efficient (given proper regulation to prevent 
abuses of the monopoly privilege) than free competition. This 
notion has also emerged in the United States and in Great Britain, 
but only after decades of experience. 


III. THE FRENCH RAILWAY NET 


Not all French lines have been constructed under concessions 
granted by the national government. Considered to be of purely 
local interest, 20,500 kilometers operate under concessions by the 
department or the commune, are regulated by these minor juris- 
dictions, and are subject to a different body of law than the na- 
tional lines. The lines d’intérét générale, operating under national 
concessions, totaled 43,863 kilometers (average length operated) 
as of December 31, 1931, and of this mileage the nine grands 
réseaux comprised 42,528 kilometers, and the réseaux secondaires 
1,335 kilometers.5 It is the nine grands réseaux, which received 97 
per cent of the revenues of railways doing a freight business, with 
which this paper is concerned. 

Of these nine systems, two, the Etat and Alsace-Lorraine com- 
panies, are operated directly by the state. The Etat system (9,- 
134 km.) is composed of numerous small lines purchased before 
1883 and the old Ouest system, which was repurchased from its 
private owners in 1908 after its heavy losses, made up by state 

5 Unofiicial figures; the final figures will appear in Ministére des Travaux Publics: 


Statistique des chemins de fer francais as of December 31, 1931, which should be avail- 
able in the autumn of 1933. 
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guaranty, had left the government no alternative. The Etat sys- 
tem serves a triangular area with the point at Paris and extending 
south and west to the coast, including Normandy, Brittany, Le 
Maine, and La Vendée. Its freight traffic is mainly agricultural 
and its passenger traffic, proportionately very important, is 
swelled greatly by a heavy Paris suburban load. The Alsace- 
Lorraine system (2,293 km.), regained by France in the Treaty of 
Versailles and retained under state control (previous to 1870 it 
had formed part of the Est system), serves, roughly speaking, the 
two regained provinces and is chiefly dependent upon the freight 
traffic of its highly industrialized region. Of the five large private- 
ly owned systems, all have entrances to Paris, except the Midi 
system (4,290 km.) which serves the Pyrenees district and as far 
north as Bordeaux on the coast and Toulouse in the center. Its 
traffic is largely agricultural. The Paris-Orléans system (7,864 
km.) serves the central part of France; its traffic is largely agricul- 
tural and its territory difficult. The largest private system, the 
Paris-Lyon-Mediteranée (9,870 km.), serves the region from the 
southeast corner north to the Alps and west to the Midi Valley. 
It is largely dependent upon agricultural traffic, although its 
through-passenger traffic from Paris to Italy and Switzerland is 
important. In traffic strength it is considered midway between 
the weak Midi system and the strong Nord system (3,830 km.) 
which serves the industrial north directly between Paris and Bel- 
gium. The Est system (5,089 km.) serves the mining, foundry, 
and textile territory east of Paris to Alsace-Lorraine. The two 
other private systems are the grande and petite belt lines (cein- 
tures) in the Paris territory, connecting the large lines and jointly 
owned by the five large private companies. Their length (158 
km.) is small, but their traffic density is heavy. 

These nine grands réseaux, to which the new legislation of 1921 
applied, may be regarded as the essential railway net, since the 
small local lines not included therein are relatively unimportant. 


IV. PRE-WAR RATE-MAKING 


Under the régime of the guaranty of interest set up by the 
conventions of 1859 and 1883, the deficits of each of the private 
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companies (after allowing for bond interest and amortization, and 
statutory interest, dividends, and amortization of capital stock) 
were covered by state advances, repayable out of surpiuses which 
were expected to be realized well before the end of the conces- 
sions.® In return, the private companies agreed to carry out the 
government’s construction program, and their rate charges on all 
traffic were definitely limited in the new cahiers des charges (con- 
tracts annexed to the act of concession) and could only be changed 
by order of the minister of public works. In 1857-59 the adminis- 
tration drew up a uniform model contract for all of the companies, 
which, modified by the Convention of 1921, still operates today.’ 

According to article 42 of the cahier des charges, each of the 
maximum rates allowed (tarif légal) consists of two parts: (a) the 
droit de péage, which reimburses the company for the cost of build- 
ing and maintaining the permanent way and structure and is ap- 
proximately two-thirds of the total rate; and (6) the prix de trans- 
port, about one-third of the total rate, which goes to cover the 
actual operating expenses, including the cost and maintenance of 
rolling stock.* In principle the maximum rates are based upon the 
value of service to the consumer. Article 48 of the cahier des 


charges permits the companies to lower their rates below the legal 
or maximum level, in order to make them conform to the needs of 
business. Theoretically the minimum rates are set by the actual 


6 For an outline and discussion of the conventions of 1859 and 1883 see Edgard 
Allix, Traité élémentaire de science de finances et de législation financiére frangaise 
(sth ed.; Paris, 1927); Alfred Picard, Les chemins de fer (Paris, 1918); R. Thévenez, 
M. d’Hérouville, and E. Bleys, Législation des chemins de fer (Paris, 1930); W. C. 
Huntingdon, “Analysis of the French Railway Situation,” U.S. Dept. of Commerce, 
Bureau of Foreign and Domestic Commerce, Trade Information Bull. 79 (1922); 
Stuart Daggett, Principles of Inland Transportation (New York, 1928), chap. xxxi. 


7 For the complete cahier des charges see J. la Ruelle and M. Chatel, Contréle des 
chemins de fer et des tramways (2d ed.; Paris, 1929), Part V. 


8 A. Bonnal, “L’exploitation commercial des chemins de fer (2d ed.; Paris, 1928). 
The distinction between the péage and the prix de trans port is not practically impor- 
tant now; it really applies when one company has built the lines and another hauls 
the goods over them. 

The railway companies frequently refer to the péage when pointing out that they 
must charge rates high enough to cover their capital costs, whereas their water and 
road competitors are under no such obligation. 





RAILWAY RATES IN FRANCE SINCE 1921 295 


cost of shipping. The extra cost which a particular shipment en- 
tails, the prix de revient partial, is the absolute minimum.’ 

The cahier des charges divides the actual freight rates into two 
groups: (a) general rates (tarif général) and (6) special rates (tarif 
special, conditionel ou reduit). The general tariff, established in 
1887, divides all goods into four classes or series, which have sub- 
sequently been enlarged by the railways into six series. For each 
of these series the rates take the form of a baréme, or scale, wherein 
the kilometric rate decreases with distance. To the general 
freight-rate structure were added, before the war, numerous spe- 
cial rates (prix fermes), particularly in slow freight traffic (petite 
vitesse, as distinguished from grande vitesse or passenger and spe- 
cial express freight traffic). These special low rates between cer- 
tain points, or between regions of production and consumption, 
were greatly developed before 1918. The pre-war tarification, in- 
cluding both the ordinary kilometric and the special rates, com- 
prised seventeen hundred pages in which the rates on thousands 
of products between thousands of points were given." It was only 
by means of these special rates that the individual railways were 
able to meet the special conditions in their separate territories. 

Passenger rates are exactly defined in the cahier des charges on 
an absolute scale of centimes per kilometer for each of the three 
classes. These rates have always been uniform for all railway 
companies. 

The minister of public works has absolute control over rates. 
His powers have been gradually defined and extended in succes- 


* For descriptions of the French rate theory and machinery see Bonnal, op. cit.; 
Colson, op. cit.; and René Roger, Manuel juridique, théoretique et pratique des trans- 
ports (Paris, 1924). 


» “The ‘prix ferme’ is a rate established for the transport of a shipment between 
2 stated stations, and bearing on this distance a charge inferior to that which would 
result from the Kilometric scale normally applied. Its purpose is either to retain to 
the railway traffic susceptible to transfer to another route or method of transport, 
or to begin, develop and maintain the traffic of a market, for the profit of the rail- 
way” (Journal officiel: Débats parlementaire, Chambre des Députés, June 3, 1930, 
Pp. 2368). 

" Richard Bloch, Questions de chemins de fer (Paris, 1921), p. 19. 
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sive laws, decrees, and conventions from 1842 to 1921." They 

may be summarized, as they existed before the war, as follows: 

1. The railway companies could initiate rates but no rate of any kind could 
be applied without the minister’s approval. 

. Rates once lowered could not be raised again until after three months for 
passenger traffic and one year for freight traffic. The company had to an- 
nounce the rate changes one month in advance. 

. The minister fixed the extra charges [frais accessoires], which were added 
to the regular rate to cover costs of handling and storage. 

. Other matters submitted for his approval included publication of rates, 
special passenger fares, and application of rates. 


We shall see that the rate powers of the minister were greatly 
extended under the Convention and Law of 1921. Taking into 
consideration his powers over other branches of railway operation, 
including construction, finance, equipment and rolling stock, train 
movements, concession of new lines, composition of trains, speed, 
safety, and many other matters, it may almost be said that he 
runs the railways." 

Under the system of maximum rates and close regulation, the 
French railways, up to the war period, enjoyed comparative fi- 
nancial success, excepting for the Etat system, which was in a 
state of chronic deficit. Before the war the Nord had never 
called upon the state guaranty. As of December 31, 1913, the 
P-L-M had repaid all state advances under the guaranty of inter- 
est account; the Est had a small debt which it repaid in 1914; the 
Orléans and Midi still had debts of Fr. 312 million and Fr. 341 
million, respectively. For the year 1913, the five large private 

” The actual work of control is, of course, not performed by the minister of public 
works himself but by a department of his ministry, the Direction Générale des 
Chemins de Fer, headed by a director-general and comprising several divisions. 
This department prepares the ministerial regulations, receives the railways’ proposi- 
tions, decides cases of application of railway law, etc. (Marcais, op. cit., p. 78). 

% For detailed accounts of the organization and réle of the ministry of public 
works, in so far as railways are concerned, see Marcais, op. cit.; la Ruelle and Chatel, 
op. cit.; and Thévenez, d’Hérouville, and Bleys, op. cit. 

“4 The constant and large deficits of the Etat system have often been used by its 
opponents as conclusive argument against state operation. The deficits of the Etat 
system are, however, largely attributable to the predominance of seasonal and subur- 
ban passenger traffic at low rates, to the purely agricultural traffic of its provincial 
territory, and to other special operating conditions. 
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companies had a total surplus of over Fr. 5 million. The Etat 
system had a deficit of Fr. 84 million. Altogether, from the finan- 
cial point of view, the contracts between the conceded railways 
and the state had not proved disastrous to the latter and the for- 
mer had, of course, always met all their operating and capital 
costs.*s 


V. RATES AND REVENUES DURING THE WAR 


The period of war operation changed this favorable picture to 
one of financial catastrophe. The railways passed absolutely un- 
der the control of the military authority and did not regain their 
liberty until the end of 1919. During the war period the minister 
of public works, through the intermediary of a director-general of 
military transport and three director-generals of railways, water- 
ways, and ports, practically operated all lines in so far as interior 
traffic was concerned, while the minister of war was in direct 
charge of military transports. Civilian transports were subordi- 
nated to the military needs of the country, and were handled only 
in so far as the military authorities authorized them.”* Two fact- 
ors contributed to the decline in railway revenues during the war 
period: (a) civilian transports were subject to delays, curtailment, 
and to a burdensome system of priorities,’ and rate increases to 
compensate for increasing costs were long delayed; (5) military 
transports were hauled at very low rates. Asa result, the railway 
war revenues were inadequate in the face of the rapidly increasing 
costs, particularly of fuel and labor."* On March 31, 1918, a gen- 
eral increase of 25 per cent in civilian rates went into effect, but it 
was not until 1919 that military rates were adjusted. The final 
settlement of the railways’ war deficits was not completed until 

*s Thévenez, d’Hérouville, and Bleys, op. cit., pp. 46-47. 

6 For the most complete and authentic account of the réle of the French railways 
during the war consult M. Peschaud, Politique et fonctionnement de transports par 
chemin de fer pendant la guerre (Paris, 1922); see also Gabriel Lafon, Les chemins de 
fer pendant la guerre (Paris, 1922). 

" For the four years 1915-18 ordinary freight traffic (civilian) averaged 60 per 
cent of that of 1913. 


8 Labor costs rose from Fr. 760 million in 1913 to Fr. 3,125 million in 1920. The 
rise in the price of coal, steel rails, and cast iron was in proportion (Huntingdon, 


op. cit., p. 14). 
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the adoption of the Convention of 1921, by which the remedy used 
in England and the United States was applied, i.e., the costs of 
military operation were absorbed by the state and the railways 
were furnished the sums necessary to pay their debts and main- 
tain their pre-war dividends. 


VI. THE POST-WAR CRISIS 


The deficit for the period 1914-19 for the five large private 
companies amounted to Fr. 1,600 million. This amount had been 
advanced by the state under the old guaranty-of-interest plan. 
Moreover, the guaranty of interest for the Nord and P-L-M com- 
panies had expired in August, 1914, and while the state was not 
legally bound to continue its advances after that date, the recog- 
nition of the real source of the deficits led the government in 1914 
to pass legislation allowing these two companies to capitalize their 
war-time losses by issuing bonds to the amount of Fr. 2,300 mil- 
lion. By October, 1921, the deficits of the six large systems, in- 
cluding the Etat, exceeded Fr. 5 billion, of which Fr. 2,800 million 
had been accumulated during 1920. 

The depreciation of the franc and its unstable prospects for the 
future had rendered inapplicable the old contracts between t.1e 


state and the railways, in which the rates were limited to legal 
maxima. Provisional rate increases in 1918 and 1920 were inade- 
quate. Clearly a financial adjustment of past losses and the appli- 
cation of a more flexible rate machinery in the future were neces- 


sary. 
VII. THE UNIFICATION OF FREIGHT RATES, 1918—21 

As has been pointed out above, the French freight-rate struc- 
ture had been elaborated and complicated over a long period by 
the introduction of thousands of special and exceptional rates 
which had the effect of lowering the average rate level below that 
allowed in the legal tariff. In 1918, in the face of inadequate rev- 
enues and of legal restrictions to general increases of ordinary 
rates, the companies, acting upon the invitation of the minister of 
public works, decided to unify their freight charges through the 
abolition of the special low rates. All freight traffic was divided 
into thirty classes and a kilometric rate was applied to each, re- 
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gardless of varying location and dissimilar circumstances in the 
separate railway territories. The general effect of unification, 
which was gradually accomplished during the next two years, was 
to increase the general level of rates by 30-40 per cent, since uni- 
fication took place not at the lowest existing rates but at a fairly 
high average. This radical departure from accepted principles of 
rate-making was met by a storm of protest from industries which 
hitherto had been dependent on special rates."* The striking of a 
new average rate level, resulting in more increases than decreases, 
was, however, the only way in which freight revenues could be 
increased within the maxima set by the cahier des charges. 

The attitude of the shippers is well expressed by a leading 
representative: 


This radical unification was pleasing to those theorists who did not appre- 
ciate the diversity of economic needs and to those industrialists who had not 
been favored by special rates. Thus disappeared the whole system which had 
been built up to protect railway traffic against competition and to encourage 
a great number of industrial and agricultural developments.” 


Certainly any such wholesale change in rates affects localiza- 
tion of industry, existing currents of traffic, and the special re- 
gional needs of the individual railway companies.* After a few 
years of unified rates the railway companies have been able to 
heed the pleas of the shippers, and special rates are now reappear- 
ing in the rate structure. But unified rates were necessary before 
any general percentage increases such as provided for in the Con- 
vention of 1921 could be allowed. 

The new agreement reached in 1921 between the railways and 
the state imposed far-reaching modifications upon the pre-war 
rate machinery. 


VIII. THE NEW RATE MACHINERY OF THE LAW 
AND CONVENTION OF I92I 


The general aims and purposes of the Convention of June 21, 
1921, and the Law of October 29, 1921, ratifying it, were, as stated 

* Bloch, op. cit. (Paris, 1930), p. 7. » Ibid. 

* For the effects of rate unification on movements of traffic see Jules Sion, 


“Tarifs ferroviaires et courants de circulation,” Annals d'histoire économique et 
sociale, October 15, 1931, p. 481. 
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in the Convention (art. 1) to subject the conceded and the state- 
owned lines, under the supreme authority of the minister of public 
works, to provisions making for (1) “a common organization, in 
order to assure the co-ordination of the different railway systems 
in harmony with the general interests of the nation” and (2) “a 
co-operation of the systems among themselves and with the state, 
and a financial solidarity, such as will assure the establishment 
and the maintenance of a balance between all expenditures and 
revenue from traffic.”” While very important clauses were included 
which wiped out the pre-war and war debt of the companies to the 
state, allowed for war damages to railway property, dealt with 
construction, financing, state repurchase, arbitration of labor dis- 
putes, and other matters, most of the clauses of the Convention 
were directly or indirectly concerned with rates.” 

The following summary of the most important rate clauses will 
serve to indicate the new machinery set up in 1921: 


I. INCREASE IN THE RATE POWERS OF THE MINISTER OF PUBLIC WORKS* 
The Minister is authorized, under conditions mentioned in IV (c) below, 
to approve rates higher than the maxima fixed in the existing “‘cahier des 
charges.” 


The initiative in general rate-making was thus passed on to the 
administration and the new advisory councils. 


Il. NEW COMMON ORGANIZATIONS SET UP FOR THE COMBINED 
RAILWAY COMPANIES” 

While each railway system is to keep its own internal organization and in- 
dividual management, two new bodies are set up for the benefit of the rail- 
ways as a whole: (1) a Superior Railway Council [Conseil Supérieur des 
Chemins de Fer], composed of representatives of the railways and the public 
(i.e., the State) to advise the Minister of Public Works on questions common 
to all the lines, especially rates; and (2) a Railway Managing Committee 
[Comité de Direction] composed of officers of the private and state lines; this 
is essentially an executive body.*s 

* For a complete translation of the Law and Convention of 1921 see W. C. Hunt- 
ingdon, “The French Transportation Act of 1921,” U.S. Dept. of Commerce, Bu- 
reau of Foreign and Domestic Commerce, Trade Information Bull. 3 (1922). The 
new legislation is also well described in Daggett, loc. cit. 

3 Law, art. 5. * Convention, arts. 2-7; Law, art. 4. 

*s The real purpose of the Committee was to see that no one system would be 
more generous to its clientéle and personnel than another. It was imperative for the 
operation of the common fund that the railways act as uniformly as possible as re- 
gards their revenues and expenses. 
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Ill. RATE REDUCTIONS” 


The Minister, after approval by the Cabinet, may at any time demand the 
lowering of rates which appear to him to be contrary to the national interest. 
The railways will be invited to make proposals, but the Minister may order 
the reduction in the absence of such proposals. He may even do so over the 
veto of the Superior Council. 


IV. RATE MAKING TO COVER ALL OPERATING AND CAPITAL COSTS” 


a) To replace the old system of State guarantee of interest and dividends 
for each individual company, a Common Fund is established as a Treasury 
Account, into which the excess earnings of the private and State lines, after 
certain deductions (see below) are placed. Should the earnings of the indi- 
vidual companies be insufficient in any year to cover the total of these de- 
ductions, the deficit is to be made up out of the Fund. (In other words, the 
railway companies having surpluses apply those surpluses to meet the costs 
of those operating at a deficit. In this way, through the adjustment of com- 
bined revenues to combined expenses, it was hoped that financial stability 
would be obtained.) 

b) The deductions from gross revenues which the railways are allowed to 
make before contributing to the Common Fund (that is, the expenses which 
the consolidation of guarantees covers) are: 

1. Operating expenses, including taxes borne by the companies. 

. Capital charges, including interest and amortization of bonds and stock.* 

. Certain miscellaneous expenses arising out of the operation of non-railway busi- 
ness, and miscellaneous capital charges. 

. A fixed sum for each of the 7 systems corresponding to the former dividend guar- 
anteed under the Conventions of 1883 (with an arbitrary allowance for the Etat 
and A.-L. systems). 

. Premiums for efficient operation to shareholders and employees, based on im- 
provement in traffic and revenues over those of 1920.% (These premiums to pro- 
vide an incentive to good management and operation, which would otherwise, un- 
der the collective guarantee, be lacking.) An upper limit is fixed on the premium 
to capital stock, after which the balance reverts to the Common Fund. 


c) To keep the Common Fund in equilibrium, railway rates have to be so 
adjusted that the combined revenues of the 7 systems are large enough to 
meet their combined expenses. Accordingly, for the first 6 years of applica- 


* Convention, art. 9. 7 Ibid., arts. 13, 15, 17, 18. 


* French railway capital stock pays a fixed rate of interest plus a dividend. The 
latter is composed of a set amount per share plus any addition from non-operating 
revenue and the premium earned according to the terms of the new Convention. 


* For a complete exposition of the antecedents, structure, and application of the 
new premiums see F. Lacassagne, La prime de gestion dans des grands réseaux des 
chemins de fer (thesis, University of Bordeaux, 1924), and Francoise Zoeller, La prime 
de gestion dans le nouveau régime des chemins de fer (thesis, University of Paris, 1922). 
See also Daggett, Joc. cit., for a short description of the premium mechanism. 
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tion of the new system—1921~-26—railway rates might be increased even be- 
yond the legal maxima, but only if such increases were “compatible with the 
general economic situation.” The deficits in the Common Fund for this pe- 
riod, if any (and deficits were expected), were to be met by railway borrow- 
ings, the charges on which were to be met by the State until 1927. 

For the years after 1926, the Minister, acting on the proposals of the Supe- 
rior Council, was to adjust rates to provide revenues sufficient (a) to estab- 
lish current equilibrium between revenues and expenses, that is, to balance 
the Common Fund, (6) to wipe out, within 2 years, any back deficit in the 
Fund (which in the meantime was to be covered by railway borrowings or 
state advances), and (c) to repay to the Treasury the amounts necessary to 
carry the bonds issued to cover the 1921-26 deficit. Any surplus in the Com- 
mon Fund, after repayment of all debt to the Treasury, is to go into a reserve 
fund (subsequently set at 1300 million Fr.), and after this fund is completed, 
to the State. Rates might be reduced by the Minister, on the advice of the 
Superior Council, when this happy state was reached. Provision was thus 
made for fluctuating revenues, and for the balancing of the Fund out of the 
surpluses of good years in periods when the combined railway income state- 
ment showed a deficit. As will be seen below, this reserve has never been be- 
gun, for rates have never been high enough to provide an excess in the Fund. 

d) If, during the first 6 years, the increases in rates exceeded the legal 
maxima by more than 180% for freight and 100% for passenger traffic, the 
new rates must have the ratification of Parliament. At the end of each 5 
years after 1926 Parliament is to review the rate level and might authorize 
new maximum limits. In the meantime partial rate adjustments could be 
made. 

V. SPECIAL RATE PROVISIONS” 

Reduced passenger fares for employees, large families, disabled soldiers 

and other special groups were provided for. 


The only way to offset the rise in prices and costs, particularly 
that of labor costs resulting from the application of the eight-hour 
day in 1919, was to obtain general rate increases over the maxima 
established in the cahier des charges, subject to modification as 
often as necessary to maintain equilibrium between total revenues 
and total expenses. This principle once admitted, it was essential 
to have the increases uniform for all the systems (which was now 
possible, owing to the unification described in Part VII), for the 
public would never appreciate that rates might have to be higher 
for a weak line than for a strong one.** To establish this unity it 


» Law of 1921, arts. 7-11. 
# See C. Colson, “Les chemins de fer de 1913 4 1928,” Révue politique et parlemen- 
taire, May 10, 1920, p. 327. 
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was necessary to create the common fund, which would receive 
the surplus from the roads for which the increases surpassed the 
need, and distribute them to those for which the increases in rates 
would be insufficient. 

Thus the old state guaranty to each of the individual private 
companies, and the former state absorption of the deficits of the 
state systems, were replaced by a users’ guaranty; the users of the 
railway services were henceforth to provide revenues sufficient to 
provide the combined railways’ common fund with a credit bal- 
ance. Should economic circumstances prevent the raising of rates 
to accomplish this purpose, the railways might borrow or the 
Treasury advance the required sums, to be repaid, however, be- 
fore the end of two years. 

The United States Transportation Act (1920) provision that 
rates were to be made to allow a “fair return” on railway property 
and the British Railways Act (1921) provision that rates were to 
be adjusted to provide a “‘standard revenue”’ sufficient to support 
railway capital were both based upon the same notion which ap- 
plied in the French legislation, that is, that over the long run the 
users of railway service, and not the state, were to support the 
investment in the railway industry. In France, however, the state 
was definitely committed to providing, in case of low railway rev- 
enues, the amounts (to be repaid later by the railways) sufficient 
to pay a fixed return on railway securities; owners of French rail- 
way securities thus retained their guaranteed position as before 
the war. In Great Britain and the United States, no such state 
aid was incorporated in the post-war railway legislation. The 
“fair return” and “standard revenue” were not guaranteed, and 
as a result owners of railway securities in these countries have 
suffered from the decline in business activity along with the hold- 
ers of other investments. The preferred position of the French in- 
vestors is a result of the long-accepted notion in France that the 
railways are more than mere public-service companies; their prop- 
erty is definitely a part of the public domain, and the investments 
in that property are therefore analogous to public rather than to 
private obligations. 
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IX. APPLICATION OF THE NEW RATE PROVISIONS, 1921-32 
The foregoing summary of the rate provisions of the 1921 legis- 
lation in France indicates that the theory and mechanism of rate- 
making were radically changed as a result of the breakdown of the 
old conventions under war and post-war conditions. We now turn 
to an examination of the application of the new régime since 1921 
and its financial results. The twelve years (1921-32) will be dealt 
with in three periods: first, the period of adjustment, 1921-26; 
second, the period of normal application of the Convention, 1927- 
29; and, third, the new period of depression, 1930-32. 
TABLE I* 


CoMBINED RESULTS—SEVEN LARGE SYSTEMS, 1921-26 
(In Millions of Francs) 








. Net . 
Gross Operating A Capital : Net for 
Revenue | Expenses | ft), — Chargest | Premiums! the Year 





6,370 | 7,263 | —893]| 1,227 35 | —2,155 
6,049 | 6,542 407 | 1,491 83 | —1,167 
7,390 | 6,735 655 1,661 112 —1,118 
8,921 | 7,480] 1,442] 1,774 135 | — 467 
10,103 8,520 1,583 2,052 141 — 610 
13,163 | 9,988 | 3,175 | 2,415 184 | + 576 


























* Taken from Statistique des chemins de fer frangais, ministére des travaux publics (annual). 

t Bond interest and amortization, stock interest, dividends and amortization, miscellaneous charges. 

a) Period of adjustment, 1921-26.—During this period the Con- 
vention was applied, that is, general rate increases were approved, 
but they were deliberately delayed, owing to the reluctance of the 
authors of the Convention to increase the burden on industry dur- 
ing the period of financial readjustment. The state had under- 
taken to assume the charge of the debt resulting from the deficits 
from 1921 to 1926. Table I summarizes the combined financial 
results for the five large private companies and the Etat and 
Alsace-Lorraine systems.* 

The change from a deficit of Fr. 2,155 million in 1921 to a com- 
bined surplus of Fr. 576 million in 1926 bore out the hopes of the 
authors of the Convention that during the first six years of its 
operation the expenses and revenues of the large systems combined 


3? The Alsace-Lorraine system came into the new scheme in 1923, but, for purposes 
of comparison, its revenues and expenses are included for the years 1921 and 1922. 
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would reach equilibrium. It had been expected that the rate in- 
creases would not be sufficiently high during this period to leave a 
credit balance in the common fund, but the hope that by 1927 the 
current revenues of the roads would balance their costs was 
attained. By the end of 1926 the common fund showed a deficit 
of Fr. 4,941 million, but for the current year 1926 there was the 
substantial surplus of Fr. 576 million. Of the total deficit for the 
period of 1921-26, Fr. 2,055 million was incurred by the Etat 
system, which was still operating at a deficit in 1926 as were the 
Orléans and the Midi.* The principle that the more prosperous 
lines were to contribute to the weaker lines was beginning to be 
operative, but so far none of the lines was in a strong position. 

The reasons for the improvement in the total] railway picture 
during the first six years of the Convention were twofold. First, 
traffic increased tremendously after 1920, during the change from 
a period of depression to one of marked business activity accen- 
tuated by the inflation of the franc. For the seven big systems 
passenger-kilometers increased from 25,655 millions in 1921 to 
26,411 millions in 1926, the number of passengers carried from 
675 millions to 794 millions, ton-kilometers from 27,005 millions 
to 42,293 millions, and number of tons hauled from 202 to 312 
millions.* 

Second, there was the gradual increase in the general rate level 
accomplished under the provision of the Convention giving the 
administration power to increase rates above the former basic 
charges. In March, 1918, both passenger and freight rates had 
been increased 25 per cent, and in February, 1920, passenger 
rates for the three classes had been raised 55, 50, and 45 per cent, 
respectively, and freight rates 115 per cent, so that by the time the 
Convention came into force, the general rate level had been more 
than doubled. 

38 The deficits for 1921-25 were covered, as per art. 13 of the Convention, by the 
sale of bond issues on the order of the minister of public works for the account of the 
state, which assumed their interest and amortization until the end of 1926. The defi- 
cits of the Etat system were covered by direct state borrowings. After 1926 the 
charges on these issues, amounting to Fr. 500 million, were to fall on the common 
fund. 

4 Statistique des chemins de fer francais, 1921-1926. 
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By the end of 1926, owing to successive increases, passenger 
fares were 240 per cent higher than in 1918, while freight rates had 
been increased 320 per cent over the 1918 level, which was itself, 
as we have seen, some 40 per cent higher than pre-war, owing to 
the unification of rate scales, which began in that year.’ 

These rate increases, however, were not sufficient until 1926 to 
meet the rapid rise in railway costs due to increased labor expense 
and to the devaluation of the franc. The result of the lag be- 
tween costs and income was the Fr. 5 billion accumulated deficit 
at the end of 1926. During the period 1921-26, the general price 
index had risen from 520 to 718 (1913 = 100).* 

During this trial period the railways were faced with enormous 
increases in certain categories of costs which were practically be- 
yond the control of management. Railway personnel expense, 
owing to the application of the eight-hour law of 1918, resulting in 
a 30 per cent increase in personnel, and to successive wage in- 
creases to offset the falling franc, grew from Fr. 3$ billion in 1921 
to Fr. 5$ billion in 1926, when they represented 58 per cent of total 
operating expenses.’’ Fuel costs rose 700 per cent by 1926 as com- 
pared to 1913, in spite of economies introduced and the increase of 
electrification.* Capital charges had increased from Fr. 1,227 
million in 1921 (for the seven large systems) to Fr. 2,415 million 
in 1926, owing to the great increase in railway construction and 
principally to the enormous rise in borrowing rates, which aver- 
aged 13 per cent in 1926 as compared to 4% per cent in 1914.” 

38 Ibid., 1929, pp. 87 and 97. 

% Statistique générale de la France: Annuaire statistique, 1930. 

37 It has been estimated that the eight-hour law required the addition of 100,000 
workers and increased railway expenses by Fr. 1,700 million. The railway companies 
in France are largely unable to control their labor costs, because of the assimilation 
of the railway personnel with the state fonctionnaires. 

% René Théry, Problémes posées par la situation actuelle des grands réseaux des 
chemins de fer francais (Paris, 1928). For a detailed discussion of railway costs from 
1921 to 1927 see Louis de Launay, “Les chemins de fer en déficit,” Révue des deux 
monds, March 15, 1931, pp. 429-50. 

» For a detailed discussion of the question of railway capital costs and the rise in 
interest rates see Marcel Peschaud, “L’épargne et les chemins de fer,” Rénue politique 
et parlemeniaire, October, 1928. According to M. Peschaud (who is general secre- 
tary of the Comité de Direction), the average rates on railway borrowings in France 
were: 1921, between 8 and 8.7 per cent; 1924, between 7.5 and 9.1 per cent; 1926, 
between 10.9 and 13.5 per cent. 
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It was not to be wondered at, then, that a huge deficit had piled 
up prior to 1926. However, in that year current equilibrium was 
reached, which was as much as the authors of the Convention had 
anticipated. Rates would undoubtedly have been raised much 
higher, especially on passenger traffic, had there not been such 
heavy taxes on transport, which, collected by the railways for the 
state, added to the cost of transport to the user.” 

During the transitory period the two new common organiza- 
tions, the Superior Council and the Managing Committee, had 
been directing all their efforts toward the success of the new ré- 
gime. The former studied particularly matters such as safety ap- 
pliances, labor conditions, construction, electrification, and the 
reorganization of the Etat system, while the latter had concerned 
itself with the revision of rates, the application of the eight-hour 
law, the employee-pension system, and other pressing questions. 

All in all, the railway situation at the end of the trial period left 
hope for future financial equilibrium and for the successful work- 
ing of the new régime. The state, apart from incurring the charges 
on the railway deficits, was greatly benefited financially. It had 
been relieved of the direct burden of the Etat system deficits; it 
was able to borrow on the companies’ credit, which, during the 
period of inflation, was much better than its own; and it was 
relieved of the obligation to advance the sums necessary to make 
up the deficits of the private companies. The railway employees’ 
position had been improved through successive wage increases 
made possible by the new rate system. The users of railway serv- 
ice benefited by improved service resulting from the co-ordination 
achieved through the work of the new central organizations, while 
the increase in railway rates had not been greater than the rise in 
the general price level. Railway security-holders, of course, had 
through devaluation of the franc suffered a loss equivalent to 


# See infra, Part X (c). 

# By decrees of November 16 and December 28, 1926, an entirely new adminis- 
trative and financial organization was set up for the Etat system. The Etat budget 
and accounts were separated from those of the state (which have to be passed upon 
by Parliament) and were placed under direct control of the minister of public works 
and a special commission. For a complete description of the financial organization 
of the Etat system see Burgard, Le régime financier des chemins de fer de I’ Hat (Paris, 
1929), and Thévenez e¢ al., op. cit., Part IX. 





308 HERBERT E. DOUGALL 


four-fifths of their pre-war capital and income but their interest 
and dividends remained guaranteed and there were prospects for 
increased dividends through the working of the new premium sys- 
tem. All groups (excepting the employees, who were still clamor- 
ing for nationalization) looked forward to the success of the new 
arrangements. In the words of a student of the Convention: 

The Convention has permitted, up to the present, a momentous re-estab- 
lishment of the railway systems, in spite of the most unfavorable economic 
conditions encountered during its short existence. It is to be hoped that this 
improvement will go on, and that, until the end of the concessions, neither 
the country nor its railways will regret the adoption of the system established 
in 1921.# 

TABLE II 








: Net Capital Operating 
Gross | Operating Operati : Net for : 
ng | Charges | Premiums the Y. io 

Revenue penses | Revenue Etc.* e Year | (Per Cent) 





13,312 | 10,876 | 2,436 | 3,050 129 
15,061 | 11,363 | 3,698 | 3,447 161 
15,874 | 12,485 | 3,380 | 3,334 155 





* Including the charges on the bonds issued to cover the deficits from 1921 to 1926. 


b) Period of normal application of the Convention, 1927-29.— 
This period is characterized by approximate financial equilibrium, 
and may be said to illustrate the working of the new régime under 
normal economic conditions. From 1927 the railways were re- 
quired to find revenues sufficient to meet all costs and to assume 
the burden of the annual charges (approximately Fr. 500 million) 
on the debt incurred during 1921-26. The financial results of 
operation for the years 1927, 1928, and 1929 are shown in Table II 
(in millions of francs). 

Except for the year 1927, results for the period 1927-29 indi- 
cate that the play of rates ‘set up in the Convention was function- 
ing normally. The year 1927 was a poor one, in spite of the fact 
that the railways benefited for twelve months from the general 
rate increase of 1926, because it marked a period of restabilization 
and a return to normal conditions after the abnormal boom of 1926 
caused by the falling franc. Coupled with declining traffic, the 
railways suffered the full effects of the wage increases which had 


# Robert Pajot-Lacaze, Le régime actuel des chemins de fer (Paris, 1928), p. 201. 
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been granted in 1926. The charges on the debt incurred during 
the transitory period, combined with a lower net operating rev- 
enue, resulted in a total deficit of Fr. 743 million. Fortunately, 
the surplus of the previous year almost sufficed to offset this loss. 

The year 1928 was the first one of real monetary and economic 
stability, and was marked by an increase in general freight rates 
of 50 per cent of the basic scale, which became effective on 
March 1. This increase was made necessary by the rise in wages 
accorded on the same date.“ All in all, the year was the best 
since the war, and the combined surplus of Fr. go million over all 
costs was heralded as justification of the new machinery set up in 
1921. “Marked by the legal stabilization of the franc, this year 
appeared in railway matters also as a typical year of stability and 
equilibrium, such as should normally be expected under the appli- 
cation of the new régime.’“ 

Unfortunately the year 1929 ended in a new deficit for the seven 
large systems combined, mainly owing to the fact that railway 
wages were again raised.** Had it not been for the deficit of the 
Etat system of Fr. 287 million, however, the year would have re- 
sulted in a combined surplus. For real financial stability in the fu- 


ture, it was obviously necessary that wages be stablized and that 
some adjustments be made in the very heavy transport taxes, 
which prevented rate increases sufficient to permit the railways to 
meet their costs and accumulate a reserve for the future. 

Trends in the traffic of the seven large systems and the two belt 
lines during the period 1927-29 were as shown in Table III (in 
millions). 


“ Wages were increased from 62.5 to 77.5 per cent above the basic 1920 scale 
(Réoue générale des chemins de fer, August, 1929, p. 148). 

“R. Godfernaux, “Les grands réseaux des chemins de fer depuis la guerre,” 
Réoue politique et parlementaire, June, 1931, Pp. 370. 

4 In its session of October 31, 1928, the Railway Managing Committee decided 
to raise wages in two steps on January 1 and July 1, 1929, in order to put them in 
harmony with the economic situation resulting from monetary stabilization and to 
have them conform with the wage scale for state functionaries. The two increases 
raised rates 100 per cent over the 1920 level, bringing the basic wage for an unmar- 
tied worker of the lowest wage group to Fr. 7,600 ($304) per annum (Révue générale 
des chemins de fer, January, 1929, p. 24). 

“ Statistique des chemins de fer, 1927-1929. 
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During the post-stabilization period of 1927-29, then, while 
rates were automatically raised, as provided in the Convention, to 
cover all railway costs, the increases were not sufficient to allow the 
companies to set aside any reserve for possible periods of declining 
traffic in the future. At the end of 1929, passenger fares remained 
only 340 per cent of the 1914 basis, the lowest rate in the world 
(450 per cent to the user, including the 32.5 per cent tax). Freight 
rates were 470 per cent of the 1914 basis (or 704 per cent, includ- 
ing the average tax of 7 per cent and the effect of the 1918 unifica- 
tion). Operating expenses had risen in much greater proportion, 
and equilibrium was attained mainly because fixed charges were 
low as compared to the pre-war burden. And this advantage was 
being rapidly overcome. Allowing for the revalued franc, actual 


TABLE III 








Passenger- No. of 


- Ton- 
Kilometers —_ Kilometers | Tons Hauled 





38,213 290 
40, 788 311 
43,193 335 











railway passenger rates from 1928 on have been lower than pre-war. 
Certainly the years 1928 and 1929 were logical periods for rate 
increases, for business was then able to absorb them. But since 
March, 1928, there have been no freight-rate changes. A strict 
application of the Convention would have resulted in consider- 
able rate increases in these years. 

In other respects, however, the new régime was proving itself. 
The central organizations were functioning, railway service was 
being improved, new equipment applied, and the various systems 
were learning to co-operate. Railway credit was improving rapid- 
ly, and railway securities were advancing in market price. 

c) New period of depression, 1930-—32.—The precarious equilib- 
rium which was established in 1928 and 1929 was transformed by 
the middle of 1930 into a serious situation of deficit, owing to the 
extension to France of the world-economic depression and to the 
increase in motor competition. Revenues for the year 1930 as a 





RAILWAY RATES IN FRANCE SINCE 1921 311 


whole were not much below those of 1929, but under normal cir- 
cumstances they should have increased. The financial results for 
the seven large systems for 1930 and 1931 were as shown in Table 
IV (in millions of francs). 

Since general freight rates have not been changed since 1928 nor 
passenger fares since 1926, the enormous decrease in revenues in 
1931 was due solely to declining traffic. On the other hand, rail- 
way operating expenses increased almost Fr. 1,500 million in 1930, 
owing to wage, salary, and pension increases on January and 
June 1, and to increased cost of fuel.” 


TABLE IV 








Net . 7 Operating 
ting | Chabpes* the Year |p 


io 
evenue |(Per Cent) 





3,478 —1,777 88 
— 3,026 























* Including an allowance of Fr. 490,000,000 to cover the charges on the deficits of 1921-26. 

t Estimated. 

During 1931 the railways succeeded in making substantial eper- 
ating economies, but the enormous deficit of Fr. 3 billion was the 
final result of the year’s operations.*° The year 1931 was the first 
one since the end of the transitional period in which all the rail- 
ways had to call upon the common fund. The deficit for 1931 was 
almost Fr. 800 million greater than that of 1921, the first year of 
the new organization. Capital charges increased during both 1930 
and 1931, and in the latter year were made the subject of a special 
study by the superior Railway Council, which adopted a plan by 
which, through a careful conversion policy, it was hoped substan- 

Source: 1930—ibid., as of December 31, 1930 (1932); 1931 —reports of the indi- 
vidual companies, subject to some revision before official publication. 

# These increases brought the minimum wage for the lowest group to Fr. 8,600 
per annum ($340). 

# René Théry, Economiste européen, December 11, 1931, p. 372. 

® For a good survey of the railway situation in 1931 see C. Colson, ““Révue des 
questions de transport,” Révue politique et parlementaire, May, 1932, and Francois 
Perroux, “Les chemins de fer et autres modes de transport,” Réwe d’économie 
politique, May-June, 1931, pp. 1048-77. 
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tial savings might be made in the future." For the year 1932 it is 
estimated that the total deficit of the combined systems is not less 
than Fr. 5 billion. 

The renewal of the railway deficits in 1930, and particularly in 
1931, and the consequent increase in the railway debt to meet 
these increases made a great impression on public opinion. En- 
emies of the Convention blamed its defects for the state of affairs. 
The railway managements and the security-holders blamed the 
administration for not having properly applied the principles of the 
Convention. The railway problem was discussed in Parliament 
and various proposals were made, including a renewed Socialist 
demand for nationalization. Certainly there was need for a re- 
examination of the new régime in the light of the renewed deficits, 
which were piling up at the rate of Fr. 240 million per month. Of 
course no group concerned with railway operation and finance ex- 
pected the railways to withstand the effects of the general eco- 
nomic depression. But there was a great difference of opinion as to 
the proper allocation of the responsibility for the breakdown of the 
new régime during the depression. An analysis of railway revenue 
and expense items may aid in bringing out the relevant facts of the 
situation and serve as a basis for generalizations as to the ade- 
quacy of the new system. 


X. THE BREAKDOWN OF THE CONVENTION: ANALYSIS 
OF RAILWAY REVENUES AND EXPENSES 

a) Revenues from passenger traffic.—From 1913 to 1930 the num- 
ber of passengers carried increased 33 per cent (from 541 to 719 
million) ; passenger-kilometers increased 52 per cent (from 19.2 to 
29.1 billions). Total passenger revenue increased from Fr. 662.5 
million to Fr. 3,265 million in the same period; allowing for the 
80 per cent decrease in purchasing power of the franc, this was 
equivalent to a 1.2 per cent decrease in real revenue.” 

This unfavorable trend in passenger revenues is attributable to 
four causes: 

st Georges de Nouvions, “Les grands réseaux des chemins de fer en 1930,” Journal 
des économistes, May, 1931, p. 166. 

% Les chemins de fer francais (Paris: Comité de Direction, 1932), pp. 31-49. 
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1. The actual decline of 32 per cent in passenger fares.—Ordinary 
fares are three and two-fifths times as high as in 1913, but the 
purchasing power of the franc has fallen 80 per cent. The buyer 
of the ticket also pays an additional 32.5 per cent tax, but this the 
railways hand over to the state. 

2. The “‘declassing” of passenger traffic—From 1913 to 1930 the 
proportion of total passengers purchasing first-class tickets fell 
from 7 to 2.7 per cent, second class from 33.4 to 14 per cent, while 
third class increased from 59.6 to 82.3 per cent. This change is at- 
tributable, first, to the reaction against the rate increases, and, 
second, to the influence of motor competition. 

3. The growth of special low rates to special groups and on particu- 
lar types of journeys, as a result of (a) political pressure and social 
legislation and (5) the efforts of the railways to attract passengers. 
There are special low rates for large family groups (reductions of 
30-70 per cent), war wounded (reductions of 50-70 per cent), and 
workmen’s commutation tickets (reductions of 40-80 per cent). 
The actual loss to the railways from their suburban services has 
been estimated at Fr. 367 million per year. The railways them- 
selves offer special low rates on week-end, excursion, group, and 
holiday tickets. 

4. Losses due to the growing competition of motor traffic, especially 
since 1921.5*—These are very difficult to determine statistically. 
They are bitterly regretted by the railway managers, who feel 
that their competitors are being indirectly subsidized by the state, 
while they themselves must charge rates to cover capital charges 
as well as operating expenses.* 


8 Of this amount the Etat system alone is said to lose Fr. 130 million per year 
(report of M. Tinguay du Pouet to the Chambre on the 1931-32 budget, Journal 
officiel: Documents parlementaires (Chambre), Annexe 3879 (1930), Pp. 2279. 

% For accounts of the road versus rail problem in France see G. Bertrand, Le rail 
et la route (Paris, 1931), and C. Colson, “L’automobilisme et les chemins de fer,” 
Révue politique et parlementaire, August, 1929, pp. 169-82. 

8s The engineer-in-chief of operation, P.L.M. Railway, estimates that in 1927 
auto transport deprived the company of 1,500,000 passengers and 300,000 tons of 
freight. 

% The total amount included in the revenue budget for 1932 from gas taxes and 
licenses was Fr. 1,122 million, while the estimated cost of road maintenance alone 
was Fr. 1,065 million (Journal officiel: Lois et decrées, April 1, 1932, pp. 3406-8). 
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Naturally the railway companies have protested against the 
maintenance of low passenger rates during the period of rising 
costs, and have repeatedly demanded an increase to bring them 
up to at least their pre-war level.” The administration, however, 
did not see fit to raise the rates during the years 1926-29, since the 
railways were paying their way during these years. 

These were the years in which increases might have been made 
with the minimum of protest from the passenger group, yet no 
provision was made for possible future deficits. In 1929 it began 
to appear that unless the rate clauses of the Convention were more 
rigidly applied, the railway situation would become critical. In 
May and December, 1929, and in May, 1930, the Railway Man- 
aging Committee notified the government that 1930 would un- 
doubtedly be a deficit year, and implored it to investigate the rail- 
way situation and to examine the possibility of rate increases, par- 
ticularly on passenger traffic. In June, 1930, the Public Works 
Commission of the Chambre asked the government to inform it on 
the financial condition of the railways and on the remedies to be 
applied to cover the deficit.* In its session of June 25 the Cabinet 
decided to appoint M. Fournier, sous-gouverneur of the Bank of 
France, to study the railway situation. M. Fournier’s report, de- 
posited January 20, 1931, recommended a 24 per cent increase in 
passenger fares, and that of the Superior Railway Council deposit- 
ed on May 21, which dealt with the general railway situation and 
also discussed the Fournier report, recommended an increase of 32 
per cent combined with a reduction of the transport tax to the 
pre-war level of 12 per cent.” In the meantime the railway com- 
panies through their various agencies and publications were de- 
fending their position against the natural public disapproval of 
rate increases.” 


581 The railways have laid emphasis or passenger-rate increases, because freight- 
rate increases were well-nigh hopeless. Besides, passenger revenues form a very re- 
spectable portion of total revenues in France. In 1929, of gross revenues of Fr. 15,- 
246 million, passenger receipts amounted to Fr. 3,089 million, or 20 per cent. 

% For a short history of the parliamentary investigations and debates on the 
railway question see Perroux, op. cit., pp. 974-97- 

3% Chronique des transports, June 10, 1931, Pp. 7. 

* For the attitude of the railway companies toward the Convention and its ap- 
plication, as concerns both revenues and expenses, see the annual reports of the com- 
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Protesting against the inaction of the government in spite of the 
recommendation of the Fournier report, the presidents of the five 
private companies wrote to the minister of public works on 
March 11, 1931, again advocating an increase in passenger rates. 
The Railway Managing Committee had made a similar appeal on 
March 6, which had resulted in the convocation of the Superior 
Council and its recommendation just referred to.” 

The attitude of the administration toward the railway problem 
will be discussed in more detail in Part XI. It may be pointed out 
here, however, that the government feared the political effect of 
any passenger-rate increase during the depression period, nor 
could it afford for budgetary reasons to lower the transport tax 
to offset a rate increase. It deliberately postponed action on this 
matter until the dissolution of the Chambre in the spring of 1932. 
In all fairness, however, one ought to say that the pressure of fiscal 
and particularly of foreign affairs during the critical years of 1930, 
1931, and 1932 did not allow the government to devote much at- 
tention to the railway situation. 

Railway shareholders are, of course, directly affected by the 
trend in revenues and traffic, because of the additional dividends 
payable out of premium set up by the Convention. In spite of the 
fact that they were the chief losers by the Convention, which fixed 
the income in francs with purchasing power 80 per cent lower than 
those of pre-war times, the security-holders are among its strong- 
est advocates. In the Bulletin of their Association,® and in their 
open letters to the deputies, they have pleaded for government 
action on the railway question and for the application of the rate 
clauses of the Convention. 


panies, the communications of the Railway Managing Committee, and the journals 
which take the railway point of view, such as the Révwe générale des chemins de fer 
(Paris, monthly), the Chronique des transports (Paris, semimonthly), and the Eco- 
nomiste européen (Paris, weekly). 

* Chronique des transports, March 25, 1931, pp. 14-16. 

& Tbid., April 10, 1931, p. 19. 

% L’Association des Actionnaires et Obligataires des Chemins de Fer Francais is 
the official spokesman for the railway-investor group. The Bulletin of the Associa- 
tion, published twice a year from the central office in Paris, publishes its official 
opinion on all railway matters. 
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Aside from the passengers, who are largely inarticulate as a 
group but whose political influence is nevertheless recognized, the 
only group which has definitely opposed increases in passenger 
rates to the pre-war level is the Socialist bloc in the Chambre, 
which acts as the political voice of the railway employees. The 
latter are opposed to an increase in rates, not because it would 
affect their own position—railway employees benefit from special 
fares—but because it would strengthen the general position of the 
railway companies and thus postpone the possibility of railway 
nationalization, the goal of the railway labor syndicats and their 
spokesmen in the Chambre. The attitude of the railway person- 
nel and of the Socialist group is voiced in the debates on every 
opportunity. The Convention of 1921 has been regarded as a vic- 
tory for the companies; it had been evolved after a long discussion 
of the alternative of nationalization; the Socialist group has con- 
stantly criticized the whole theory of concession of railways to pri- 
vate companies. On March 1, 1931, in the debate on the conven- 
tions clauses of 1931-32 budget, M. Jules Moch, chief spokesman 
of the Socialist and employee groups, voiced the attitude of his 
followers in these words: ‘The history of the railway companies 
is the history of a long series of capitulations; every time the rail- 
ways have experienced a crisis, they have obtained new conces- 
sions, new capitulations, which were especially evident in striking 
fashion in 1883 and 1921.’ And a little later: “The struggle 
between us [i.e., the Socialist group] and the great companies will 
be continued until it results in the winding-up of the great private 
systems.” The whole Socialist attack on the railways and the 
conventions is summed up in the prelude to the bill deposited by 
M. Mochon November 12, 1931, outlining the Socialist plan for rail- 
way nationalization.“ M.Moch admitted that French passenger 
rates were lower than before the war and in comparison with other 


% Journal officiel: Débats parlementaires (Chambre), March 2, 1931, p. 1393- 

$s Jbid., p. 1398. 

% Journal officiel: Documents parlementaires (Chambre), Annexe 5524, November 
12, 1931. M. Moch published the 300-page argument in favor of his nationalization 
scheme in book form, Le rail et la nation (Paris, 1931). M. Bidegarry, secretary-gen- 
eral of the Confédération Nationale des Travailleurs de Chemins de Fer, has assured 
the writer that M. Moch’s opinions are exactly those of the railway syndicats. 
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countries, but he was opposed to a general increase because he 
felt that it would place a burden on the ordinary French people 
greater than their present standard of living could bear, would 
accelerate the déclassement in passenger traffic, would antagonize 
the whole body of commercial travelers, and would result in a de- 
cline rather than an increase in passenger revenues.” He regarded 
low railway passenger rates as a social necessity and outside of the 
realm of finance. This is, of course, in line with the Socialist atti- 
tude that the railways, like all public services, should be operated 
for the benefit of the people rather than for the capitalist owners. 

In spite of the pressure of the railway managers and of the rail- 
way security-holders, and in spite of the recommendations of the 
individuals and commissions appointed to investigate the matter, 
French passenger rates have remained low and doubtless will re- 
main low for some time. It is impossible to raise them during the 
depression period. A logical application of the Convention 
would have resulted in their application before the present eco- 
nomic depression began, but there was nothing in the Convention 
to require rates to be raised until the common fund required an 
increase. To an administration fearful of the political effect of 
such a move must be laid this particular breakdown in the new 
principle of automatic rate adjustments. 

b) Revenues from freight traffic—During the period from 1913 to 
1929, the total number of tons hauled increased from 203.3 mil- 
lion to 285.5 million, or 40 per cent; tons hauled 1 kilometer in- 
creased from 24,385 million to 42, 344 million, or 74 per cent; and 
total freight revenue from Fr. 1,343 million (pre-war) to Fr. 2,230 
million (pre-war), or 66 per cent.” Freight rates have been in- 
creased to 658 per cent of the pre-war level (not including the 
transport tax), since 1913, or approximately equal to the increase 
in the general price level since 1913. The railways’ claim for high- 

% Op. cit., pp. 82-84. 

® In December, 1932, the railways again proposed an increase in passenger fares 
(this time by s50 per cent) along with other modifications. It is unlikely in view of 


the unsettled political situation arising out of the war-debt crisis, that legislative ac- 
tion will be taken on this matter for some time. 


% Statistique des chemins de fer: Ministére des travaux publics, as of December 31, 
1929. 
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er freight rates is not nearly as strong as for higher passenger 
rates. Nevertheless, French freight rates have not increased near- 
ly as much as in other countries. The average revenue per ton- 
kilometer of freight in 1930 was, according to railway figures (in 
pre-war francs), France, Fr. 4.70; Belgium, Fr. 4.30; Germany, 
Fr. 5.40; Italy, Fr. 6.85; Great Britain, Fr. 9.31; and Switzerland, 
Fr. 10.43. From 1913 to 1930, the increase had been (in terms of 
pre-war currency) 16 per cent in France, 17.3 per cent in Great 
Britain, 20 per cent in Germany, 32 per cent in Switzerland, and 
39-7 per cent in Italy.” 

The railways’ complaint has been that freight rates were not 
high enough before the depression when industry was in a position 
to bear higher transport charges, that no reserve was provided for 
the future, and that now during the depression when increased 
rates are impractical, especially with the presence of a tax on 
freight transports averaging 7 per cent of the rates charged, they 
have had no choice but again to resort to borrowing. In the words 
of M. Tirard, president of the Compagnie du Midi: “If the Con- 
vention of 1921 had been applied normally at the right time, the 
deficit would not have developed dangerously and the users would 
not be exposed to-day to the peril of a railway debt which has 
become very considerable.” 

c) Railway expenses.—The combined expenses of the railway 
companies have increased eleven times since 1913, while railway 
revenues have increased only six times. The rate increases which 
have been granted since 1918 have been insufficient to prevent the 
growth in the railway deficit. The three expense items most 
worthy of attention are personnel expense, taxation, and capital 
charges. 

Mention has already been made of the increases in railway 
wages which were granted from 1920 to 1930 as a result of the 
assimilation of railway employees with the state functionaries. In 
1913 the total personnel expense of the grands réseaux amounted 
to Fr. 711 million. In 1929 the total was Fr. 1,692 million (pre- 
war francs, Alsace-Lorraine system excluded), an increase of 138 

» Les chemins de fer francais (Paris: Comité de Direction, 1931), pp. 44-45- 

™ Bulletin de l’ Association des Actionnaires, etc., June, 1931, p. 75- 
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per cent. This personnel expense was 59 per cent of total operat- 
ing expenses.” The great increase is partially explained by the 
32 per cent increase in the number of employees (from 352,987 to 
466,989) and partially by the successive wage increases which 
have resulted from state pressure. The application of the 1918 
eight-hour law has, according to M. Daladier, the former minister 
of public works, cost the railways Fr. 1,700 million a year, by 
requiring 80,000 additional workers.“ Moreover, the railways 
have no control over the conditions of hiring, advancement, and 
dismissal; these matters are regulated uniformly for all the com- 
panies by a so-called statut du personnel, which is a collection of all 
legislation relating to railway employees.* The attitude of the 
railway companies to the increased personnel expense is one of 
resigned objection. They realize that matters of discipline, wages, 
pensions, etc., are largely beyond their control, and they have 
simply kept repeating, in their annual reports, special letters, and 
publications, that railway wages have been increased while rail- 
way rates have not, in contrast to the wage cuts which have taken 
place in other countries since 1930.” 

The one outstanding grievance of the railway managers, share- 
holders, and users has been the very heavy burden of taxation im- 
posed upon railway traffic since 1918. Before the war there had 
been a 12 per cent tax on passenger tickets, and no tax on freight 
traffic. The finance law of 1918 increased the former to 25 per 
cent and set up a tax of from 5 to 10 per cent on freight-traffic 
receipts, depending on the nature of the shipment. These taxes, 
intended as temporary revenue measures to aid in attaining budg- 
etary stability for monetary stabilization, were increased by 1926 
to the present level of 32.5 per cent on ordinary passenger fares 


” Statistique des chemins de fer: Ministére des travaux publics, 1929, p. 102. 

% Ibid., p. 52. 

™ For a good discussion of the history and application of the eight-hour law in the 
railway industry see Jean Vandel, Les chemins de fer francais depuis la guerre (Paris, 
1925), chap. iv. 

Ss For an explanation of the statut du personnel see George Aubert, Le statut du 
personnel des compagnies de chemins de fer (Paris, 1926), and Vandel, op. cit., chap. v. 

* At present the railways are attempting to gain public sanction for a substantial 
reduction in the number of their employees. 
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and 65 per cent on de luxe passenger-fare supplements.” Taxes 
on freight have remained at an average of 7 per cent, though the 
laws of July 31 and December 29, 1929, offered some relief by 
removing the freight-transport tax on live stock, fruit, vegetables, 
dairy products, and other necessities.* The railways object to 
these heavy taxes, not because they are borne by the companies, 
but because they make increases in the railways’ share of the 
charges well-nigh impossible. French transport taxes are at pres- 
ent the heaviest in Europe. 

Not only do the railways collect these heavy taxes for the state; 
they also bear taxes directly, such as stamp taxes, taxes on real 
property, and various cleaning, paving, and licensing taxes. Valu- 
able rate concessions and free services are also offered by the rail- 
ways to the state in their cahier des charges. These services were 
fixed in the period when the railways had a practical monopoly 
of transport, and were bargaining with the state for contractual 
advantages. They include: (a) free and low rates on postal, tele- 
phone, and telegraph shipments and free transport of postal offi- 
cials and employees; (5) transport of soldiers and sailors at a 
small fraction of the ordinary rate; (c) free transport of customs 
officials, prisoners, etc.; and (d) low-rate transport of military and 
state supplies. 

Income from railway securities is also heavily taxed, the rate at 
present being 16 per cent,” which, deducted from the coupon pay- 
ment, partially falls on the railway companies, since the yield al- 
lowed to the purchaser of railway securities must provide for the 
payment of this tax. 

The amount of state benefits derived from all the French rail- 
ways, exclusive of the taxes paid directly by the railways, totaled 
Fr. 3,463 million in 1929, as compared to Fr. 321 million in 1913 

7 The tax on de luxe fare supplements was reduced to 40 per cent during 1932. 
The railways are now urging a cut in the tax on ordinary tickets ta 12 per cent, 
partially to offset their demand for a 50 per cent increase in fares. 

% Révue générale des chemins de fer, March, 1930, p. 240. 

7 Law of April 26, 1930, art. 7. Since 1932 the government has been considering 
an increase in this rate. 
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(not including the Alsace-Lorraine system).* Every publication, 
report, and statement of the railway companies bewails this great 
tax burden (which almost equals the combined deficits of all the 
railways), especially since water and road transport are not treat- 
ed in the same manner. The railway security-holders complain 
bitterly of the securities tax and of the influence of the transport 
tax on rate-making. Users of railway service have always ob- 
jected to the transport taxes. All the trading, manufacturing, 
and agricultural organizations of France have lobbied against the 
tax burden.** But the condition of the state finances makes any 
relief in taxation impossible at the present time, though successive 
governments have recognized its excess. 

The other main group of railway costs which has grown alarm- 
ingly during the last few years is that of capital charges. The 
railways have to pay on bonds and capital stock the interest fixed, 
in the case of the former, by the coupon rate and in the case of the 
latter, by the conventions of 1883 and 1921. Capital stock also 
receives the dividend guaranteed by the Convention of 1921, plus 
any supplement made possible by the premium on shares set up 
under the new Convention and revenues from non-operating 


sources. The shares, a certain number of which are called in every 
year, are to be amortized by the end of the concession period, and 
the annual amortization cost is included among the capital 
charges as a deduction from gross revenue to be covered by 
rates. The railways also amortize a portion of their debt each 
year, and include this cost among their capital charges. 


* The total for 1929 is composed as follows: wae 
ill. 
Francs 
De ee . 2,082 
Taxes on securities (including stamp taxes) 2 
Advan resulting from contractual agreements (rail- 
way calculation) 781 


Taken from Statistique des chemins de fer: Ministére des travaux publics, 1929, pp. 
106-7. 


* For the long list of organizations, including all the chambers of commerce, 
which have protested against the transport tax see Chronique des trans ports, April 25, 
1930, Pp. 3-4. 
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Since the proportion of capita] stock to funded debt is very low, 
the real problem of increasing fixed charges is to be found in the 
growing debt; the amount of capital stock issued has not changed 
since the granting of the concessions. Table V shows the change 
in the capital stock and funded debt since 1921. 

The tremendous growth in funded debt and fixed charges has 
been mainly the result of (a) growth in capital expenditure and 
(6) high borrowing rates. The railways have greatly expanded 


TABLE V* 


RarLway CAPITALIZATION AND FIXED CHARGES 
(In Millions of Francs) 








CaprraL Stock Funpep Dest 





Int., - = Int., Div., 


Unamor-| an Amor- | Unamor-| and 
tizedt | Amorti- tized tizedt | Amorti- 
zation zation 





1,447 | 352 | 1,125 | 165.3 | 34,779] 6,609 | 28,080) 1,262 
1,447 | 515 962 | 192.6 | 62,977/11,410 | 51,567] 3,474 





























* Statistique des chemins de fer, 1921-1929: ministére des travaux publics. 
t Stock called in is replaced by other shares, called actions de jouissance, which continue to receive 
dividends but no longer receive the statutory interest. 


their plant and equipment under the new powers of borrowing 
permitted by the Convention of 1921; their loans have been made 
at very high rates, particularly before the stabilization of the 
franc in 1926." The high coupon tax of 16 per cent has also forced 
up the average cost of capital. The main objection of the enemies 
of the railway administrations, the Socialist group, has been that 
railway-capital costs have been unduly inflated as a result of the 
domination of the railway boards of directors by bankers and in- 
dustrialists, who have used the railways to serve their own inter- 
ests.* This charge is, of course, difficult to prove conclusively. 

The great relief from fixed charges given to the companies by 
the devaluation of the franc at 20 per cent of its pre-war gold val- 

% For the best periodic surveys of railway borrowing rates and totals see the 
articles by Pierre Freymarck which appear periodically in Le rentier (Paris, tri- 
monthly). 

8 See Jules Moch, Journal officiel: Doc. parl. (Chambre), Annexe 5524 (1931). 
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ue is gradually being overcome by the growth in fixed charges 
(180 per cent since 1921). Moreover, railway obligations have 
not been amortized in proportion to their issuance. Net railway 
debt has been growing by leaps and bounds and is now aggravated 
by the necessity of borrowing to cover current deficits. 

Senator Jeanneney, in his report to the Chambre on the public- 
works budget for 1931-32, deplored the great growth in railway 
debt since 1921 and suggested that the railways, instead of railing 
against the transport tax, motor competition, the eight-hour law, 
and low rates, might have given more thought to the spending of 
these billions of new capital. M. Fournier in his report also criti- 
cized the railways’ borrowing and amortization policy, and sug- 
gested that the growth in debt might have been curtailed to some 
extent by a wiser financial policy. “By continual resort to bor- 
rowing, by the absence of a severe amortization policy, the opera- 
tion of the railways has temporarily been rescued from difficulties. 
But this can only result in a heavy mortgaging of the future.’ 
In fairness to the railways it should be said that in 1930 over six 
billions of obligations were amortized. During the depression the 
railways are borrowing to cover their deficits, so that they substi- 
tute new debt for that amortized. But temporarily (for two years 
only, according to the Convention) the state, not the railways, 
meets the charges on this new debt, as provided under the new 
machinery set up in 1921. 


XI. PARLIAMENT AND THE RAILWAY SITUATION 


The foregoing analysis of railway revenues and costs brings out 
the fact that the new Convention of 1921 has not been strictly ap- 
plied; rates have not been raised to offset the decline in revenues 
and the rise in costs. It is important now to consider the atti- 
tude which Parliament and the administration have taken toward 


* Ibid. (Sénat), Annexe 226 (March 13, 1931), p. 514. 
*s Revue d’économie politique, May-June, 1931, p. 980. 


* Cf. with the failure of the American railways to receive the “fair return” set up 
in the Transportation Act of 1920 and that of the British railways to earn the 
“standard revenue” provided by the British Railways Act of 1921. In all three 
countries automatic rate-making has failed to produce the revenues aimed at. 
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the railway problem, and to illustrate the play of political forces 
upon the railway industry. 

M. Fournier’s 1931 report surveyed the whole question of rail- 
way rates, costs, and regulation, and recommended the institu- 
tion of certain operating and financial economies, rate increases of 
25 per cent on passenger tickets and 1o per cent on freight traffic, 
and a cut in the transport tax to its pre-war level. But on Febru- 
ary 13 the minister of public works (M. Deligne) promised the 
Chambre that no increase in railway rates would be authorized 
without a. debate in the Chambre, and on March 1, during the de- 
bate on the Convention’s budget for 1931-32, Premier Laval 
promised, in order to obtain the support of the House, that “no 
increase, no measure concerning the means of remedying the [rail- 
way] deficit, will be taken without a discussion in the Chambre.’ 
Thus the principle of the Convention that the minister of public 
works has the right to adjust rates of his own accord was nullified. 
During this debate the Socialists, headed by M. Jules Moch, and 
the Communist group, led by M. Cachin, attacked the Conven- 
tion of 1921, complained of managerial extravagance, deplored 
the absence of effective control over railway expenditures, and 
demanded nationalization of the privately owned lines.* 

In defense the railway managements, early in March, sent two 
communications® to the minister of public works, in which they 
denied responsibility for the increase in their costs, and com- 
plained that the Convention of 1921 had not been applied, in that 
the Superior Council had not been convened by the minister to 
suggest rates capable of meeting railway expenses. But on March 
13 they received another blow in the report of Senator Jeanneney, 
who had opposed the Convention in 1921, and was now convinced 
that it had failed and that the difficulties of the railways were 
largely due to the inherent defects of the new system.” The rec- 
ommendation in the Fournier report of increased rates had met 
with a storm of protest from industrial groups all over the coun- 


7 Journal officiel: Déb. parl. (Chambre), March 2, 1931, p. 1433. 

88 Jbid. and March 3, 1931. 

8 Chronique des trans ports, March 25, 1931, pp. 14-16; April 10, 1931, pp. 16-24. 
% Journal officiel: Doc. parl. (Sénat), Annexe 226 (1931), pp. 512-17. 
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try, and the government’s promise that rates would not be raised 
without a thorough debate in the Chambre had destroyed the 
principle of automatic rate revision. In the meantime the railway 
deficits were piling up, and there was no hope of repayment with- 
in the two-year limit fixed by the Convention. Moreover, the Su- 
perior Council had been robbed of its initiative in discussing rate 
changes by the decree of November 14, 1924, which stipulated 
that the Council could deliberate only on matters proposed to it 
by the minister of public works. M. Jeanneney also complained 
that the railways had continued their particularism in spite of the 
unifying organizations set up by the Convention. In his opinion 
the whole scheme had failed, and it was time the government 
realized this and put through measures to insure a strict control 
of railway finance and accounting. 

The Superior Council was finally convened by the minister of 
public works on March 25, 1931, to examine the Fournier report, 
and to make its recommendations with regard to the solution of 
the railway problem. Its report, issued on May 21, 1931, was 
closely similar in its proposals to that of M. Fournier.“ Acting 
on some of its recommendations, the Laval government proposed 
a bill containing provisions designed to remedy the railway situa- 
tion: passenger fares to be raised to the coefficient of 5, with a re- 
duction in the transport tax on tickets to 12 per cent; certain 
planned construction to be temporarily abandoned; road taxation 
to be equalized with railway taxation by the increase of gasoline 
taxes.” But this constructive measure—the only one thus far 
offered to the House—was nullified on July 2, when the Chambre 
again forced M. Laval to promise not to raise rates without a 
Chambre debate. The bill never came up for consideration, for 
shortly afterward the session was dissolved for the summer vaca- 
tion. 

The Chambre not only held up legislation which would have 
improved the railways’ position, but on June 30, 1931, it actually 
refused, on the pressure of the Left, to vote to the railways the 

* For the complete report see Chronique des transports, June 10, 1931. 

» Economiste européen, August 7, 1931, p. 83. 

% Journal officiel: Déb. parl. (Chambre), July 3, 1931, Pp. 3590. 
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right to borrow the supplementary funds necessary over and above 
those sanctioned in April, 1930, to cover their deficits. The So- 
cialist and Communist groups succeeded in persuading the Cham- 
bre that the railway management was defective and that approval 
of the railway credits would be equivalent to approval of this 
management. 

The delay in parliamentary action was becoming very expen- 
sive, and very alarming to the railway management and the hold- 
ers of railway securities. In July and again in November the 
President of the Association des Actionnaires et Obligataires des 
Chemins de Fer wrote an open letter to the deputies, imploring 
them “in the name of three million owners of railway securities” 
to fulfil the contract of the Convention in applying the rate 
changes and voting the railway credits.*%* The refusal of Parlia- 
ment to permit the companies to issue bonds for the period 1930- 
31 was very embarrassing to their finances. But it was not until 
December, 1931, that the Chambre finally voted the railway cred- 
its retroactive for 1930 to April, 1931.% And this was only accom- 
plished after Premier Laval’s renewed promise of a grand débat on 
the whole railway problem, so eagerly desired by the Left. This 
debate has never been held. 

Upon the re-entry of Parliament in November, 1931, M. Laval 
presented a bill to the Commission on Public Works, in which he 
proposed measures to simplify railway operation and to increase 
state control over railway finances.” By this measure the minis- 
ter of public works was to be given power to modify the obliga- 
tions of the railways as set out in the cahier des charges by the 
substitution for steam of motor and auto-rail service on 4,000 
kilometers of line, the reduction in the required number of daily 
trains, and permission to use auto-cars. This measure, which 
would have allowed the railways to make their service more flexi- 
ble and more economical, was rejected by the Commission on 

% Ibid., July 1, 1931, pp. 3513-21. 

9% Report of the Association for the Year 1931 (Paris, January, 1932). 

% Journal officiel: Déb. parl. (Chambre), December 24, 1931, pp. 4823-25. 

9%” Ibid., Annexe 5690 (November 19, 1931). 
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January 27, 1932. Instead, the Commission, on January 27, ac- 
cepted the Socialist bill providing for railway nationalization 
under the management of a council representing the nation at 
large, the railway-users, and the railway personnel.” This bill has 
not yet been debated in the Chambre. . 

The railway situation was again discussed in the debates on the 
budget in March, 1932.% The Socialist and Communist groups 
again attacked the railway administration and the régime of con- 
ventions. The government pleaded for the adoption of a law re- 
forming railway operation, pointing out that the increase in rail- 
way expenses had been largely due to forces outside the control 
of railway management. The opposition to the granting of the 
railway credits for the year 1932 was not as strong as it had been 
the various year, and the Finance Bill, which became a law on 
April 1, authorized the railways to raise Fr. 6,258 million by the 
issuance of securities during the year—Fr. 3,604 million to pro- 
vide new capital and Fr. 2,654 million to cover the 1931 deficit 
in the common fund.’” 

Thus after three years of controversy no real measures have 
been taken to deal with the railway problem beyond a new decree 
issued on February 10, 1932, which reorganized the control of the 
minister of public works and the minister of finance over the rail- 
ways’ finances.’* In the meantime, the railways continue to bor- 
row to meet their deficits, the fixed charges continue to pile up, the 
ninety-year-old restrictions of the cahier des charges continue to be 

% Tbid., Annexe 5524 (November 12, 1931). The fundamental reasons given in the 
bill for nationalization are: (1) that the railways are not an industrial enterprise but 
a national tool to be operated for the benefit of all; (2) the railways are a natural 
monopoly and should be operated as a single unit; (3) nationalization will lead to 
great economies through the application of financial, accounting, and technical 
unity, and the elimination from the direction of the railways of representatives of 
banking and industry. The railway-employee group supports this measure because 
nationalization will definitely incorporate it with the civil service, with all the ad- 
vantages and power that such a position will bring. 

® Ibid., March 6 and 7, 1932. 

% Journal Officiel: Lois et decrées, April 1, 1932, pp. 3358-61. 

™ Ibid., February 18, 1932, p. 1801. 
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binding on the systems, and the rate and finance clauses of the 
Convention of 1921 continue to be inoperative.’ 


XII. CONCLUSIONS 


The new legislation may be said to have worked fairly satis- 
factorily, in so far as financial] results are concerned, up to 1930, 
although the rate clauses were not applied to the extent of allow- 
ing any reserve to be set up for possible poor years. But the de- 
pression period has brought the 1921 legislation into the spotlight 
again and has served to show up its chief defects. Of course the 
actual decline in railway revenues cannot be blamed on the Con- 
vention of 1921; the French railways are not alone in their experi- 
ence of declining revenues and relatively static expenses."*? Other 
factors (outside of the framework of the new régime) are as fol- 
lows: (a) the influence of state interference making toward con- 
stantly increasing personnel expense, a heavy tax burden which 
hinders the railways from increasing their rates, low rates to cer- 
tain favored passenger groups, and a loss of revenue on adminis- 
tration traffic; (6) the contractual restrictions of the cahier des 
charges which prevent the railways from revising the charges for 
their services to accord with the demand for them; (c) increasing 
motor competition. 

Nevertheless, the difficulties of the present period are also 
largely attributable to the fundamental defects of the Convention 
itself and to the way in which it has been applied. The most sig- 


In December, 1932, M. Daladier, minister-of public works in the Herriot 
government, proposed a plan of consolidation of all the large systems under either 
state or private control in order to effect large-scale economies. The railways have 
come out with a counter-proposition which involves plans for greater co-ordination 
of competing transport facilities, increased common use of railway facilities through 
the Comité de Direction under the chairmanship of a government commissioner, 
increased passenger fares and lower transport taxes. (For descriptions of these pro- 
posals see L’économiste francais, December 10 and 17, 1932.) 

«3 French railway management has not been as successful in paring down expenses 
as has the management of American and British railways. The latter have been able, 
through wage cuts, economies in service, and falling prices, to save a much larger 
share of declining income. During the years 1930 and 1931, the operating ratios in 
the United States (first-class railways) and in Great Britain increased from 74 to 77 
per cent and from 80 to 80.4 per cent, respectively. For the French railways the 
ratio increased from 84 to 94 per cent. 
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nificant defects, in so far as rates are concerned, may be summa- 
rized as follows: 

1. The principle of automatic rate-making, upon which the 
whole success of the 1921 experiment hangs, seems to the writer 
to be fundamentally defective, and the experience in Great 
Britain and the United States, where the same principle was 
incorporated into the post-war railway legislation, bears out this 
opinion. The principle of varying the rates to cover all railway 
costs was well designed to deal with the dangers of the fluctuating 
franc, but under conditions of monetary stability such as have 
applied during the last five years the system is inapplicable. Ex- 
perience in France and elsewhere has proved that rates cannot be 
changed automatically in accordance with changes in the rail- 
ways’ financial condition. To do so would be to raise them during 
periods of depression and lower them during periods of prosperity. 
Railway rates must be set on a semipermanent level, sufficient to 
provide railway capital (assuming it to be economically em- 
ployed) with a return sufficient to attract new capital and to pro- 
vide, during a period of large traffic, a reserve sufficient to tide the 
railways over depression periods. The futility of placing an up- 
per limit to railway revenues while making no provision for peri- 
ods of low earnings has been realized recently in the United States 
in the decision of the Interstate Commerce Commission in favor 
of the abandonment of the “recapture clause” of the Transporta- 
tion Act.’ 

Moreover, industry is greatly unsettled by any large-scale rate 
changes. The stable production and marketing of goods is de- 
pendent upon the assurance of fairly stable transportation costs. 

Even if the automatic rate principle were theoretically sound, 
its application is next to impossible when political and economic 
pressure is brought to bear against it. In the words of Senator 
Jeanneney, an opponent of the Convention since its inception, 
“It is not enough to have prescribed automatism in order to have 
it work; the rule is likely to be in vain.” In France the rule has 
been in vain as a result of economic conditions and parliamentary 


% Forty-sixth Annual Report of the Interstate Commerce Commission, December 1, 
1932, pp. 16-18. 
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interference. The rule was negated by the failure of the minister 
of public works to call upon the Superior Council to prescribe rate 
changes, as provided by the Convention, in the face of a deficit 
in the common fund, and by the repeated promises of the late 
government that no rate increases would be made without a thor- 
ough parliamentary debate; it was negated when the Superior 
Council, the supreme arbitrator of rate policy, was deprived of its 
initiative in 1924. But the rule has been in vain chiefly because 
the unpopularity of rate increases has made state action impossible 
in the face of a sensitive electorate. 

2. The principle of the Convention that rates were to be kept 
low during the period 1921-26 has resulted in the addition of a 
huge burden of fixed charges on the railways since 1927. The 
clause permitting the piling-up of deficits before 1927, the charges 
on which were to be borne thereafter by the common fund, has 
left a legacy of Fr. 500 million in fixed charges per year. Rates 
should have been raised higher during this initial period, when 
the rise in general prices, owing to the falling franc, would have 
fully justified the increases. 

3. According to the Convention, Parliament is to review the 
general rate level every five years after 1926. Seven years have 
elapsed since 1926 and no review has taken place. The Conven- 
tion says nothing of what is to happen if Parliament is not asked 
to do so, or if when asked it refuses to do so. 

4. Treasury advances or railway borrowings to cover the deficit 
in the common fund are repayable, according to the Convention, 
within a maximum period of two years, and rates are supposed to 
be adjusted (“if compatible with the general economic situation”’ 
—a very loose phrase, possible of various interpretations) to ac- 
complish this. But nothing is said in the Convention as to what is 
to happen if rates are not so adjusted. At the end of 1931 the 
fund had a deficit of Fr. 5 billion and 1932 will likely add another 
Fr. 5 billion. Rates would have to be increased 50 per cent to cov- 
er these deficits. The Convention (like the Transportation Act in 
the United States and the British Railways Act) simply made no 
provision for conditions arising out of a prolonged period of de- 
pression. It assumed relatively permanent stability after 1926 and, 
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of course, was designed to meet the conditions of a period when 
the railways had a practical monopoly of transportation, which 
they have now lost, owing to the great growth of motor competi- 
tion. 

5. The premiums to the companies and to the personnel do not 
provide sufficient incentive to wise and economical management 
and operation. In 1928, a good year, the former averaged Fr. 16 
per share to the owners of the capital stock of the five large private 
companies. In 1930, a poor year, it averaged Fr. 12.5 per share. 
As for the premium to the employees, it is even less significant. 
In 1929 it averaged Fr. 206 ($8.25) per employee. 

6. The application of general rate increases and decreases pre- 
supposes rate unification over the entire country. This allows for 
no differences in local industrial and operating conditions. (The 
minister of public works is again allowing the application of some 
exceptional rates, which were eliminated in the general unification 
of 1918-1920.) Under the technique of the common fund, while 
certain prosperous companies may be making a profit, others, 
chronically in deficit, may lose even more. The fund will show a 
deficit and general rates will be increased. Thus railway-users in 
one part of the country suffer because of the deficient traffic in 
other parts of the country. Now that monetary stability has been 
achieved, the individual nature and conditions of the various sys- 
tems should be considered. 

While the Convention of 1921 may have been the only settlement 
which was workable during the unstable post-war period, certain 
reforms should now be made, the need for which has emerged dur- 
ing the latest test period since 1929. Even though the railways 
have lost control over the greater part of their costs, particularly 
since the issuance of a recent decree extending minute state con- 
trol over railway finances, there is need for some incentive to eco- 
nomical management, which the Convention does not provide. 
This can be achieved by giving the individual companies power to 
increase their profits and to benefit by that increase. This means 
the application of a separate rate policy for each system which will 
take account of the varying needs of industry and the varying 
operating conditions within each region; it means the termination 
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of a national personnel régime and the adaptation of wages and 
working conditions to the varied conditions of each region. It is 
impossible to perpetuate the system of rate increases and de- 
creases in order constantly to equalize the aggregate of railway 
revenues and expenses. 

Since the state is so heavily interested, financially, socially, and 
politically, in the railway systems, it should also share in the gains 
or losses of the railway companies. Some system of division of 
profits and of losses between the individual companies and the 
state would provide the former with the proper incentives to good 
management and the latter with the proper incentives to good 
regulation. A very small fraction of the surplus or deficit result- 
ing from each year’s operation would interest the railway com- 
panies (since the proportion of stock to total capitalization is so 
small) while the state, in assuming almost the whole of the gains 
or losses, would be interested in not using its right of control in a 
sense contrary to the development of railway revenues through 
rational operation. 

The railway companies should be relieved of the ninety-year- 
old contractual obligations which prevent them from adapting 
their operation to present-day requirements. The obligation to 
provide service on all lines at all times, to run a minimum number 
of trains per day, regardless of traffic, to supply three classes of 
passenger carriages in fixed proportions, to maintain stations and 
freight depots in locations of microscopic traffic, etc., should be 
eliminated, and the opportunity should be given to the railways to 
co-ordinate motor and rail transport more effectively than they 
can now do, and to rearrange their system of traffic pick-up and 
distribution such as was intended by the Laval government’s de- 
feated bill.*°* The conditions of service forced upon the railways 
by the state when they had a real transport monopoly are no long- 
er appropriate. Given the possibility of adaptation to new condi- 

*s A nation-wide door-to-door service combining railways, trucks, and post- 
office, managed by a committee of transportation and government representatives 
and involving a partial consolidation of railroad departments, was proposed in De- 
cember, 1932, by the railroads, along with reduced taxes and increased fares, as & 
measure for combating the growing railway deficit. Public action has not yet been 
taken on this proposition. 
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tions, under state control divorced from parliamentary influence, 
the railways will be in a position to take great advantage of any 
improvement in trade which may occur in the future. 

Many are of the opinion that only by nationalization can prop- 
er co-ordination of transport facilities be obtained. This feeling 
for nationalization is being encouraged in France by the heavy 
financial commitments which the state is having to make in the 
industry. Nationalization would be the next logical step in the 
present trend toward more and more state regulation. But the 
financial uncertainties of wholesale nationalization make its adop- 
tion rather venturesome at the present time. And Parliament, 
already bothered by the horde of public servants, is not likely 
willingly to add 500,000 to that number.’ 

The railways should be considered definitely either as a national! 
tool and operated as such, like the postal system, for the good of 
all, regardless of cost, or their industrial character should be rec- 
ognized and given the opportunity to demonstrate itself in a new 
freedom over rates, expenses, and service. 


HERBERT E. DOUGALL 
NORTHWESTERN UNIVERSITY 


*6 One of the conditions imposed by the Socialist party led by M. Blum, for co- 
operation with the Herriot Radical-Socialist group in the new Chambre, was the na- 
tionalization of railways. M. Herriot succeeded in forming a government without 
committing himself to Socialist support and its requirements. 

What the attitude of the new Daladier government toward the railway problem 
will be is uncertain at the time of writing. It is likely, however, that the movement 
for nationalization, or at least consolidation and central control, will be encouraged. 





A QUANTITATIVE THEORY OF INDUSTRIAL FLUC- 
TUATIONS CAUSED BY THE CAPITALISTIC 
TECHNIQUE OF PRODUCTION® 


NDUSTRIAL fluctuations depend on so many quantitative 
factors that only a detailed quantitative theory can explain 
the measurable relations whose empirical determination is 

made possible by the increasing refinement of statistical tech- 
nique used in the study of these phenomena. The present state 
of development of mathematical dynamic theory and statistical 
determination of economic laws appears to make possible the 
elaboration of such a theory for industrial fluctuations not pri- 
marily due to, though influenced by, monetary phenomena. For 
this purpose we must start from the results of the general analysis 
of business fluctuations, and especially its conclusions as to what 
economic factors are to be considered the main elements of the 
theory. In this way, by investigating various possible contribut- 
ing factors to fluctuations we derive the elements for a future com- 
prehensive exact theory.” 

A general analysis of our capitalistic economic system necessari- 
ly leads to the conclusion that one of the deepest causes of non- 
monetary industrial fluctuations is inherent in the fundamental 
characteristics of capitalistic production. These characteristics 
are determined by the time-consuming nature of the productive 
process and are given by the duration of the process and the 
longevity of the instruments of production. We first consider only 

* The present article is a further development of a paper presented at a joint 


meeting of the Econometric Society and Section K of the American Association for 
the Advancement of Science, at Atlantic City, December 26, 1932. 


* A pioneer investigation of this kind was the examination by C. F. Roos of the 
fluctuations arising from the spread of the entrepreneurs’ profit over a time interval, 
“A Mathematical Theory of Price and Production Fluctuations and Economic 
Crises,” Journal of Political Economy, XXXVIII (1930), sor. A recent contribu- 
tion, published after the completion of the present paper, is J. Tinbergen, “L’utilisa- 
tion des équations fonctionelles et des nombres complexes dans les recherches éco- 
nomiques,”’ Econometrica, I (1933), 36. 
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the influence due to a substantial length of the productive process 
which we assume to be a given constant. In reality, changes in 
the duration of production may occur, but their influence on 
short-run phenomena can be disregarded in a first approximation. 

Let us suppose that there is a rise in the price of the commodity 
produced. This will stimulate production. Because of the long 
period of production, the results of this increased production do 
not appear on the market for a considerable time after the price 
rise. Meanwhile, the price rise continues with constant stimulus 
to production until the products of the first impulse to increased 
production begin to flow to the market. This causes a check in the 
rise of price which is increased by the growing influx into the 
market of goods which are results of the stimulated production 
during the price rise, so that eventually the price may fall below 
its old level. After a certain time, because of the decline of pro- 
duction the price rises again. 

The first economist to apply extensively the foregoing reason- 
ing to the explanation of industrial fluctuations is A. Aftalion, 
who based his theory of the business cycle on it. In his book he 
gives ample statistical material to support it and works out its 
various aspects.’ D. H. Robertson adduces further statistical 
data. He states that “there is ample evidence that the length of 
the period of gestation in different trades is an important factor 
in determining the intensity and duration of the various phases 
of their several fluctuations.”* The importance of a long duration 
of the productive process in bringing about overproduction is also 
mentioned by A. Spiethoff.’ These writers demonstrate that the 
fluctuation in production and prices is due to the fact that the 
substantial length of the productive process necessitates produc- 
tion for a future market situation which the entrepreneurs are 
unable to forecast correctly. They have to produce in anticipa- 
tion of future demand and have for guidance chiefly the present 

3 Les crises périodiques de sur production (Paris, 1913). See also by the same au- 
thor, “The Theory of Economic Cycles Based on the Capitalistic Technique of Pro- 
duction,” Review of Economic Statistics, TX (1927), 165. 

4A Study of Industrial Fluctuation (London, 1915), p. 14. 

5 “Krisen,” Handwirterbuch der Staatswissenschaften (4th ed., 1925), VI, 8. 
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market, but their knowledge regarding this is also incomplete, as 
each entrepreneur is usually more or less ignorant of the prepara- 
tions of his rivals to meet a rise in prices. In this connection the 
importance of the long duration of production as one of the main 
sources of errors in forecasting is also emphasized by Pigou.® 

The quantitative nature of these and similar fluctuations, 
whether they are simple or composite, the conditions of constant, 
increasing or decreasing amplitude, etc., can, however, be de- 
termined only by the aid of mathematical analysis. This method 
must be employed not only on account of the complexity of the 
underlying phenomena, but because in our problems the influence 
of the rate of change of prices as well as of the prices must be 
taken into account in studying the interaction of supply and 
demand. The first economist to introduce the differential quo- 
tient of prices in economic analysis was Irving Fisher.’ The idea 
was subsequently developed by G. C. Evans,* whose dynamic 
supply-and-demand equations are utilized here as first approxi- 
mations. 

Since we suppose that the process of production requires a con- 
siderable time r to transform the raw materials and labor into 


finished goods, we must regard the supply at time ¢ as evoked not 
by the price p(#) existing then on the market, but by the price 
p(t—r) effective at the time when the production of goods sup- 
plied began. Using Evans’ symbols, we shall have for the supply 
y. per unit time: 


y= ap(t—r)+B8+r7p'(t—r) , 
and for the demand y, per unit time: 
ya=ap(t)+b+hp'(t) , 
where ~’ =dp/dt, and according to Evans: 
a>o, B<o, y>o, a<o, b>o, h>o. 


6 Industrial Fluctuations (2d ed.; London, 1927), pp. 77 and 81. 

7 “Business Cycle Largely a Dance of the Dollar,” Journal of the American Sta- 
tistical Association, XVIII (1923), 1024. 

8 “The Dynamics of Monopoly,” American Mathematical Monthly, XXXI (1924), 
77; Mathematical Introduction to Economics (New York, 1930), p. 36. 
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We consider now a moving equilibrium? which is characterized 
by the constant equality of supply and demand: 


Ye= Ya - (3) 


It can be proved that this differential equation has an infinite 
number of oscillatory solutions (see Appendix A). These are of 


the type 


notin 
p(t)=ce" cos (? ite)+d, 


where d, x, and y are values to be calculated from the constant 
coefficients in equation (3), c and ¢ are arbitrary constants of in- 
tegration. The oscillation represented by the foregoing equation 
has a changing amplitude. This may increase or decrease in the 
course of the oscillations according to the sign of x. For certain 
values of the coefficients in (1) and (2) (there is an infinite number 
of such values) we have undamped oscillations with constant 
amplitudes, i.e., x =o. 
Equation (3) has also aperiodic solutions of the form 


p(t) =ce’+$d, 


where d, ) is to be calculated from the coefficients in (3) and c is an 
arbitrary constant of integration. The general solution of (3) 
will have, therefore, a structure similar to the statistical time 
series; it consists of aperiodic terms and a certain number of oscil- 
latory terms. The first term may under certain conditions corre- 
spond to the secular trend and the second signifies fluctuations in 
price and, consequently, also in production. 

The majority of possible oscillations will have but a very short 
period, so that the length of a complete fluctuation will be deter- 
mined primarily by the oscillation having the longest period. It 
can be easily shown that this is less than 2r, if the signs of the co- 
efficients in (3) are as given by Evans. But if one of these con- 

* The case where this equilibrium condition is not fulfilled leads also to oscilla- 


tions, but of a different character. See H. Schultz, Statistical Laws of Demand and 
Supply (Chicago, 1928), p. 134, and Der Sinn der statistischen Nachfragekurven 


(Bonn, 1930), p. 34. 
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stants has a different sign, then the period of the longest oscilla- 
tion can surpass the foregoing limit, so, e.g., if a<o. This case 
may correspond to production under decreasing costs, but here a 
special investigation would be necessary as to the stability of free 
competition, which is beyond the scope of the present paper. 
These results, which can be derived only by mathematical analy- 
sis, are important for the application of our deductions to the 
explanation of observed fluctuations, since these fluctuations are 
generally much longer than the length of the productive processes 
involved. In such cases, of course, the longevity of the instru- 
ments of production has also to be taken into consideration. The 
significance of the possible short-period oscillations consists in 
giving a theoretic explanation to the empirical fact that statistical 
time series are not simple smooth sine curves, but have a more 
complicated composite character. 

Another separate cause of industrial fluctuation is the longevity 
of the instruments of production. This has been well stated by 
Pigou: 

A boom is characterized by an abnormal mass of constructional work and 
of work upon the manufacture of machines and other instrumental goods. 
When the boom is over, the mere fact that it has occurred and has led to an 
extensive provision of instruments makes further provision unnecessary 
The result is that the group engaged in making these things works for a time 
less hard. The period of quiescence passes away when the life of the things 
made in the first boom draws to an end At some interval such as this, 
therefore, we should look for a secondary boom: to be repeated again and 
again after equal intervals. 


Pigou sees in this fact one of the chief explanations of the quasi- 
rhythmical character of industrial fluctuations, which consists in 
a distinct approach to regularity though there is no uniformity in 
respect either of period or of amplitude among successive indus- 
trial movements. 

The real situation, however, is more complicated, as the instru- 
ments turned out during the whole duration of a boom period of a 
considerable length do not wear out simultaneously. To gain in- 
sight into this more complex case let us suppose that there occurs 


© Op. cit., p. 228; see-also Robertson, of. cit., p. 36. 
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a rise in the price of the commodity produced by the instruments. 
This will induce the competing producers, each working inde- 
pendently and in more or less complete ignorance of the opera- 
tions of his rivals, to enlarge their productive equipment by an 
amount depending on the price rise. This goes on for a time. 
When, finally, the great increase of supply leads to a check in the 
rise of prices, a curtailment of production becomes necessary. 
But the industry still has its enlarged equipment, which requires 
constantly a certain amount of replacement if its status is to re- 
main unchanged. During the period of declining production, re- 
placement will be less than this amount, so that productive capac- 
ity decreases. After a time this results in a shortage of supply, 
which checks the decline of prices, and the equipment is enlarged 
again. 

For the mathematical treatment of these fluctuations we write 
the equation of supply in the form 


Ye=f(p, m)=Aprm’+C, (4) 


where p stands for price, m for the number of machines used in 
production (measured in convenient units), and yu, v, A, C are con- 


stants. For the sake of simplicity we disregard the complication 
due to the different types of machines. Our aim is to express in 
simplest form the fact that the increase of supply is due not only 
to the direct influence of the price rise, but also to the enlarge- 
ment of equipment. As we shall see, p and m are functions of 
time, and if we suppose that their percentage deviations from 
their initial values, i.e. (P— ~.)/p. and (m—m,)/m,, are compara- 
tively small, we can write (4) in the form 


Ye=apt+B+im ’ (5) 


where a>o, B<o, 5>0 are constants. 

Regarding the replacement of the equipment and its adjust- 
ment to the changes in the market situation, we make the as- 
sumption that the number of new machines added to the equip- 
ment during unit time at time / is a function of the output y and 
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its rate of change y’, which in first approximation can be taken as 
linear. We put, therefore, 


d 
ad =o(y, Y)=nttytny’ , (6) 


where », £, and x are positive constants. 

If the durability of the machine is T, which we suppose to be a 
constant, then we obtain the total number of machines at the 
time ¢ by summing (i.e., integrating) all the new machines added 
to the plant since the time #-7, i.e.: 


m(t) = f. (otiytey at. (7) 


This expression is to be substituted for m in (5). 
In dynamic equilibrium supply and demand are equal, i.e.: 


Ye= ea » (8) 


where now for y, and y, their values derived from equations (5) 
and (2) are to be substituted, taking account of equation (7) in 
which, also, y must be substituted by its value given in (2). The 
resulting equation for the determination of p(#), though more 
complicated, can be treated in the same way as (3). If §=o, we 
have an equation of exactly the same type as (3). We have again 
for p(t) aperiodic solutions and an infinite system of oscillations 
whose amplitudes are constant or changing depending on the 
coefficients in (8). 

Thus far we have considered only one commodity and its price. 
A more realistic theory, however, must take into account the 
cost of production, which procedure necessitates the considera- 
tion of the interdependence of prices. Moreover, we should also 
need to get a certain quantitative insight into the timing of the 
fluctuations in the several industries with respect to one another. 
For the treatment of these problems we shall consider an econ- 
omy in which yu types of productive services (labor, land use, etc.) 
are used by competing entrepreneurs to manufacture » types of 
consumption goods and 7 types of machines which are used in 
production. 
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For the market for productive services we shall have in dy- 
namic equilibrium y equations which express the equality of sup- 
ply and demand per unit time for each category of services (L, 


— a 
L.=La, 
G.=Ga, (9) 


Here the supply of services will be in general a function of all the 
prices and their derivatives, e.g.: 


L.= Ldn Pi, . - ++ 5 Pe fen 2+)- 


The demand for services will depend besides these variables also 
on the amounts of consumption goods and machines produced 
and of working and fixed capital necessitated by the extension of 
production. 

Similarly for the markets of consumption goods of the types 
A, B,.... and of machines of the types U, V,... . , we shall 
have v and 7 equations corresponding to the equality of supply 
and demand per unit time for each class of goods and machines: 


A,=Aa, 
B,=B:, 


U,=Ua4 , 





V.=Va,; 
ariel 


Here we must observe that whereas the amounts demanded de- 
pend on the present prices and their derivatives, e.g.: 


Aa=Aa(pa, Pa, +--+); 


the amounts supplied are functions of the prices effective when the 
productive process resulting in the present output began, e.g.: 


A,=A,{pa(t—Ta), pa(t—ra), se 0 B| , 


where 7, is the length of the productive process for the goods of 
type A, supposed to be a given constant. 
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Besides these equations we have an additional relation which 
expresses the provision for new working and fixed capital required 
by the enlargement of production. Evidently the current saving 
E of the community which can be assumed as a known function 
of the economic situation, especially of the rate of interest 3, is 
available for investment. In general, however, the amount of sav- 
ings will not be sufficient to cover the increase of capital demand, 
because “the amount of saving which the public wish to do in 
monetary form and the amount of working capital which indus- 
try requires are determined by entirely separate and independent 
forces, the one mainly psychological in nature and the other main- 
ly technical.”"* The deficiency in capital has to be provided by 
the banking system, which will do this “by extorting it from the 
public through the multiplication of currency.’”’” Regarding the 
latter, we assume that it consists entirely of bank money. We 
shall have, therefore, a further equation of the form 


dM 
E+ qu; (11a) 


where M stands for the amount of currency and K is the demand 
for working and fixed capital due to new investments. This can 
be expressed in terms of the changes in the amount and cost of 
production and equipment. The amount of credit the banking 
system is willing to create depends on the judgment it forms about 
business from the point of view of banking policy, and is, there- 
fore, a function of the economic situation: 


am mM, 4, €; Pa, ps, o2.8 ) - (110) 


We have now altogether 4+v+7+2 equations: (9)—(11) with 
u+v+n+2 unknown functions: pi... ., Pa,-- ++ 5 Puy +s) 
i, M. But it can be shown that the equations of our system are 
not all independent, one being the consequence of the others (see 


™ D. H. Robertson, Money (London, 1929), p. 115. 
" D. H. Robertson, Banking Policy and the Price Level (London, 1932), p. 88. 
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Appendix B). We need, therefore, an additional equation. This is 
furnished by the equation of exchange: 


Mv=ZAjpn, (12) 


where 2 is the velocity of circulation of money which must be sup- 
posed to be a known function of the economic situation: 


v=0(M, M’, Pa, Pa; eee ), 


having the property, as shown by statistical observation, that it 
increases in boom periods when prices rise and decreases in the 
depression when prices fall. 

It can now be shown that a system like (9)—(12) has in general 
oscillatory solutions for each of the unknown functions: prices 
and the amount of currency. The fluctuations in this general case 
will be, of course, more complicated than those treated previously, 
partly because the supply-and-demand functions are not sup- 
posed to be linear and partly because the interdependence of prices 
is in itself a source of oscillations which are superimposed on those 
due to the time elements of production (see Appendix C). 

From our equations it follows at the same time that the timing 
of the fluctuations arising in the different industries is also deter- 
mined by our system. These fluctuations, of course, will not be 
synchronous in the sense that the highest price will be reached 
everywhere simultaneously. From our previous considerations it 
is obvious, for example, that there is a definite time lag between 
the fluctuations in the consumption industries and those in the 
instrumental goods industries. However, equations (11) and (12) 
express relations which will bring about a certain approach to 
simultaneity in the course of oscillations. 

To prove this, let us suppose there is an increase in the price of 
one type of commodity whose production requires a substantial 
percentage of productive services. The price rise will stimulate 
its production. The enlargement of production involves an in- 
crease in the demand for working and fixed capital, which leads 
according to (11), to an increase in the amount of currency. This 
in turn, through the relation expressed in (12), will cause an in- 
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crease in prices affecting consumption goods and productive serv- 
ices in different degrees. These price increases, together with 
those due to the greater demand for productive services originat- 
ing from the first industry, will stimulate production in other in- 
dustries also, which in turn react on the first. The timings of 
these booms will be in a more or less similar relation to that of the 
first industry. 

Indeed, in equation (12) we have on the left side the expression 
M2, which is an oscillatory function of time because M is an oscil- 
latory solution of the system (9)-(12). On the right side of the 
equation we have the sum of the money values of the output and 
the productive services belonging to the different industries. Each 
of these is an oscillatory function of time, e.g., the value of A, , 
depends primarily on ~,, which, as we proved, is fluctuating in 
time, and the same is true for the other industries. The price and 
production fluctuations in the different industries must be, there- 
fore, in such a relation to each other as to timing that the right 
side of (12) should be fluctuating in correspondence with the left 
side. This condition, together with (11), involves a certain de- 
gree of simultaneity in the phases of the different fluctuations, for 
otherwise the right side of (12) could not be an oscillatory func- 
tion of the character prescribed by the left side. 

The foregoing considerations do not constitute an exhaustive 
exact theory of industrial fluctuations, as even of the quantita- 
tive relations underlying the real phenomena only the most essen- 
tial could be taken into account, and many important aspects of 
the problem (e.g., stocks, changes in the structure of production, 
etc.) could not be treated. Moreover, in reality there are con- 
stantly accidental, historical, and qualitative factors at work. 
For a certain period of time these may be disregarded in a quan- 
titative analysis, but sooner or later these factors bring about 
alterations in the values of the coefficients in our equations and 
modify even the nature of the relations, which are therefore valid 
for a limited time only. This circumstance, however, does not 
impair their significance, which consists in expressing the quan- 
titative nucleus of economic changes. Knowledge of them is in- 
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dispensable for the satisfactory analysis of even the qualitative 
factors, since they furnish a rigid conceptual framework to which 
all other changes can be referred. 

Summarizing our results, we have given a quantitative theory 
for three separate though related sources of fluctuations, i.e., the 
length of the productive process, the longevity of the instruments 
of production, and the interdependence of prices. In each case we 
have succeeded in deducing the quantitative characteristics of the 
fluctuations, the conditions of constant, decreasing or increasing 
amplitudes, the lengths of the oscillation periods. These charac- 
teristics, which can be derived only by mathematical analysis, 
furnish new relevant evidence for the importance of these fluctua- 
tions lacking in the existing qualitative theories attempting to 
interpret real economic oscillations. Finally, we have treated the 
quantitative monetary relations governing the relative timing of 
fluctuations arising in different industries and pointed out their 
approach to simultaneity, which problem, especially in its quan- 
titative aspects, has been much neglected in previous investiga- 
tions. This part of our work represents a synthesis of the general 
theory of economic interdependence with some important results 
of modern monetary theory. In this way we have given a coher- 
ent quantitative theory of one of the most important aspects of 
industrial fluctuations supplementing the qualitative analysis pre- 
viously made in this field. 

The equations we have deduced can be subjected to empirical 
control. Obviously statistical analysis of dynamic supply-and-de- 
mand laws would show how far our assumptions can be verified or 
have to be given a more elaborate form. On account of the great 
complexity of the phenomena analyzed such work can be accom- 
plished only by slow and gradual extension and refinement of 
statistical technique. But even before its completion we have 
reason to expect that economic theory and statistics—the former 
constructing conceptual patterns, the latter giving them concrete 
form—will gradually enable us to understand the nature of eco- 
nomic fluctuations and thereby make it possible to avoid or, at 
least, to mitigate their disastrous consequences. 
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APPENDIX A 


THE SOLUTION OF THE DYNAMIC SUPPLY-AND-DEMAND 
EQUATIONS 


By making in (3) the substitution 


p(t) =cem4°—F (13) 


a—a’ 
we obtain, after dividing by ce™, 
(a+hrA)er=at+yr. (14) 


This transcendental equation in \ has in general complex solu- 
tions, so we put 
Ar=x+iy, (i=V—1), 


where x and y are unknown real quantities. Substituting this 
value into (14) and making use of the well-known relation, 


e*=cos y+i sin y, 


we deduce an equation in which the real and imaginary members 
on each side must be equal, i.e.: 


e*|(ar+hx) cos y—hy sin y]=ar+yx, (as) 
e[(ar+hx) sin y+hy cos y]=vyy. 15 


By squaring and adding these equations, we obtain for y: 


,_ (ar+yx)?—e**(ar+hx)? 
7 hee? — y? ° (16) 





Since y is real by definition, we have to consider only those x 
values which fulfil this condition. For these values of x, either the 
upper or the lower signs of the following two inequalities must 
hold simultaneously: 


|ar+yx| 2e*|ar+hx|, he*27. 


We have, therefore, in general two intervals of x values corre- 
sponding to this condition. Three of the boundary points of these 
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intervals are the abscissae of the intersections of the curve 
y =e*(ar+hzx) with the lines y= + (ar+-yx), and the fourth point 
has the abscissa log y/h. Two of these points correspond to the 
aperiodic solutions of (3). 

Dividing the two equations (15), we derive 





y yy’ __—_ (ar tyx)(ar+hx) 
tany rt(ya—ha) t(ya—ha) , 


(17) 


In place of y we must substitute here its value from (16). We can 
plot, then, the left and right side of equation (17). Corresponding 
to the properties of the tangent function, we shall have for the 
graph of the left side an infinite number of separate curves, be- 
cause in one of the intervals of x values y varies between o and 
+o, and, therefore, the left-side function has an infinite number 
of discontinuities (a jump from +0 to —oo whenever y= +ér, 
where k>o an integer). The curve representing the right side has 
no such discontinuities. Consequently we shall have an infinite 
number of intersections of the two graphs to each of which cor- 
responds a solution in x and y. 

As obvious from (16) and (17), the conjugate of a complex solu- 
tion of (14) is also a solution. Adding the two functions (13) cor- 
responding to such a pair of solutions and choosing for c also con- 
jugate complex quantities, we obtain 


pe ase (7+) or (7+) +2 OB cer’ cos ? tHe) +d , 


as one of the solutions of (3). 

Our problem becomes very much simplified if we suppose that 
in (3) either y=o or h=o. In the first case we can derive from 
(15) the following equation for y: 


7a os 
oF ok ST 
y 


which can be solved by the same methods as (17). 
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APPENDIX B 


THE NUMBER OF INDEPENDENT EQUATIONS OF DYNAMIC 
EQUILIBRIUM 


Evidently the following equation must be always fulfilled: 


LipitGipot +++ +Pat Pe +++ =AafatBafot +++++K, (18) 


where P,, Ps, ...., stand for the profits of the entrepreneurs 
arising from differences between prices and costs of production. 
The equation expresses the fact that the total receipts of the 
community are spent on the purchase of consumption goods and 
invested in working and fixed capital. 

A consideration of the cost of production leads to the equation 


LafitGapot +++ + =Asfat Bipot +++>+K—Pa—Po— +++. 
Because of (9) and (10) we can write this in the form 
LipitGipet +++* +Pat Pot ++ ++ =Aahat Bafot -+++ +K, 


which is our equation.(18). We see, therefore, that its fulfilment 
means that one of the equations in the system (9)—(12) is a conse- 
quence of the others, and, thus, the number of independent equa- 
tions in the system is reduced by one. 


APPENDIX C 


MATHEMATICAL DEDUCTION OF OSCILLATIONS DUE TO THE 
INTERDEPENDENCE OF PRICES 
In order to avoid unessential mathematical complications we 
shall treat here only the exchange of v+1 types of commodities 
when the supply-and-demand functions for each commodity de- 
pend on all the prices and price derivatives of these goods, pz, 
ps, ...., effective at time # (i.e., we disregard the time elements 
of production). If we choose one of the commodities as numéraire, 
then the number of unknown price functions is ». In dynamic 
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equilibrium, supply and demand per unit time for each category 
of goods must be equal: 

A,=Aga, 

B,=B:, (19) 


The v+1 equations (19) are not all independent. Since the value 
of goods supplied and demanded are equal, we can write 


A,pat Bipot eeee = Aghat Bafot ‘new 


and from this we see that one equation of the system (19) is a con- 
sequence of the others. We have, therefore, as many equations as 
unknown functions. 

If we differentiate with respect to time each of our v independ- 
ent equations (y—1) times, we obtain together with (19) a new 
system of v* equations containing besides the price functions their 
first vy differential quotients. We can express from here the (vy —1) - 
(v-+1)=»?—1 quantities corresponding to the prices and price- 
differential quotients of y—1 types of commodities in terms of 
those relating to a selected type, e.g., A. By substituting these 
expressions in the remaining equation we obtain a single differen- 
tial equation of the vth order: 


F( po, Pay. ++ PS) =O. (20) 


Such an equation may have several oscillatory solutions. This is 
best illustrated if we suppose that all the equations (19) are linear. 
Then (20) will be of the form 


Ap? +A pe + eevee +AspitAcpatA =O. 


Making here a substitution of the form (13), we obtain an equa- 
tion of the vth degree for \ where each pair of conjugate complex 
roots furnishes an oscillatory solution. The nature of these oscil- 
lations depends on the coefficients in the supply-and-demand 
equations (19), i.e., on the elasticities of supply and demand and 
the coefficients of production. 
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EXPANSION POSSIBILITIES OF THE FEDERAL 
RESERVE BANKING SYSTEM" 


I. AVERAGE AND INCREMENTAL EXPANSION 


REDIT expansion of the Federal Reserve System may be 
described as average expansion, or incremental expansion. 
There has been no explicit recognition in earlier studies of 
expansion possibilities of the distinction between these two types 
of expansion, and confusion has sometimes resulted which affects 
the conclusions drawn by these studies. The distinction may be 
more easily understood by reference to hypothetical data set up 
in Table I and illustrated in Chart I. Conditions have been estab- 
lished for the hypothetical data roughly approximating the actual 
situation.’ 

The total circulating medium in January, year 1, is made up of 
$21,000 in hand-to-hand currency, and $100,000 of deposits sub- 
ject to check. According to the reserve provisions of the Federal 
Reserve Act a minimum of 40 per cent in gold is required against 
Federal Reserve notes outstanding, and 35 per cent reserve 
against member bank deposits. We will assume that the average 
reserve requirement for member banks is 10 per cent against de- 
mand deposits, which enables us to compute the minimum reserve 
against deposits at the Federal Reserve Banks directly, since it 
will be 3.5 per cent of the deposits outstanding. Of the money in 
circulation, let us assume that $7,000 is Treasury currency and 
needs no reserve at the Federal Reserve Banks. Hence, the mini- 
mum required reserve against the notes is computed after first de- 
ducting $7,000 from the total cash in circulation. In January re- 
quired reserves against notes in circulation amounted to $5,600. 
The total reserve of $9,100 required to support the $114,000 of cir- 


* I wish to acknowledge my obligations to Professor Lloyd W. Mints of the Uni- 
versity of Chicago for time and advice. 

2 The issues of time deposits and bankers’ balances have been deliberately ignored 
at this point so that the distinction between the coefficients of average and incremen- 
tal expansion may be clear. 


35° 
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culating medium of Federal Reserve origin is equivalent to an ex- 
pansion of $12.53 on each dollar of required reserve. This ratio of 
minimum required reserves to the circulating medium outstanding we 
shall call the “‘coefficient of average expansion.” 

In January, year 2, the coefficient of average expansion had in- 
creased to 14.48, owing to the fact that the increase in circulating 


TABLE I 


A COMPARISON OF AVERAGE AND INCREMENTAL EXPANSION 
Coerrrictents (HYPOTHETICAL Data) 
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medium was largely in the form of deposits, and the proportion of 
notes outstanding to deposits in the total had decreased. The in- 
crease of $79,000 in circulating medium required only $422.50 ad- 
ditional reserves to support it, or an expansion of $18.70 for each 
dollar of additional reserve so used. This ratio of excess reserves 
used up to the increment of circulating medium we shall call the “‘co- 
efficient of incremental expansion.” 

3 Obviously, the ratio of minimum reserves to total circulating medium (i.e., in- 
cluding Treasury currency) would not be the coefficient of average expansion of 


Federal Reserve gold holdings. We are interested only in this latter expansion co- 
efficient. 
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On Chart I are plotted both coefficients at three-month inter- 
vals during the expansion. The average expansion coefficient at 
any of the thirteen intervals is the ratio of required reserves to cir- 
culating media of Federal Reserve origin outstanding at that date. 
The coefficient of incremental expansion at any date is the ratio 
of the increment in reserves required to the increment of circulat- 
ing medium from the beginning of the expansion to the date in 
question. 

CHART I 


A COMPARISON OF THE COEFFICIENTS OF AVERAGE AND INCREMENTAL 
EXPANSION (HypoTHETIcAL Data) 
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Incremental coefficients calculated at successive three month intervals from 
base date. 


It must be clearly understood that these coefficients have noth- 
ing to do with the amounts of gold actually held by the Federal 
Reserve Banks. The coefficient of average expansion, for example, 
is distinctly not a reserve ratio in any way comparable with the 
reserve ratio computed weekly by the twelve Federal Reserve 
Banks, which is a “ratio of total reserves to deposit and Federal 
Reserve note liabilities combined.’’* It is, rather, the ratio of mini- 
mum required reserves in the Federal Reserve Banks to circulating 
medium arising from the Reserve System, and includes the de- 
posits subject to check of both member and non-member banks. 


4 Weekly combined statement of the Federal Reserve Banks. 
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The coefficient of average expansion differs from the incremen- 
tal coefficient for two reasons. First, because the ratio of hand-to- 
hand currency to deposits changes with the progress of the busi- 
ness cycle. The result is that the proportion of currency to de- 
posits in an increment of circulating medium differs from the pro- 
portion in the total outstanding. For example, in April, year 1, in 
the total circulating medium notes were one-fifth the amount of 
deposits. Of the circulating medium issued between January and 
April, notes were only one-tenth of the total increase. The conse- 
quence is a coefficient of expansion for the total (i.e., average co- 
efficient) different from that for the increment (coefficient of in- 
cremental expansion). 

The coefficients differ in the second place because of the Treas- 
ury currency against which no reserve is required. Even if the ra- 
tio of notes to deposits in the increment were the same as in the 
total circulating medium outstanding, the coefficients would still 
differ. For example, if the increment were composed of $3,000 in 
notes and $15,000 in deposits the coefficient of incremental expan- 
sion would be 10.44. If the total circulating medium outstanding 
were divided in the same proportion, say $30,000 in notes and 
$150,000 in deposits, the coefficient of average expansion would be 
11.98, since $7,000 of the notes require no reserve. The Treasury 
notes serve a portion of the demand for currency which would 
otherwise be supplied by Federal Reserve notes with a concomi- 
tant decrease in the ratio of average expansion. 

There is another factor which operates to make the two coeffi- 
cients differ under actual conditions which were not illustrated in 
the hypothetical case. It arises from the movement of funds from 
interior banks to central reserve city banks in times of business 
quiet, and the return flow as business expands. How these move- 
ments affect the coefficients will be explained in section 4. 


2. EARLY ESTIMATES OF THE EXPANSION POSSIBILITIES 
OF THE FEDERAL RESERVE BANKING SYSTEM 


The enthusiasm which greeted the new Federal Reserve Act in 
late 1913 created a picture in the public mind of inexhaustible 
reservoirs of credit at the command of the Federal Reserve Banks. 
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Students of money and banking drew charts and graphs with in- 
tricate arrangements of pipes and tanks and drains illustrative of 
the functioning of the new system. Classes in elementary econom- 
ics were given problems to fix in mind the ratios and reserve re- 
quirements of the Reserve Act. The following question is typical: 


If the Federal Reserve Banks have $1,000,000 excess reserves in gold what 
is the maximum amount of credit which member banks can issue to their cus- 
tomers? Assume that the average requirement against deposits is 10 per cent 
reserve. 


The student was expected to approach the problem along this line: 
Federal Reserve Banks must carry 35 per cent reserve against de- 
posits. Therefore they can give member banks deposit credit of 
$2.857 for each dollar of free gold. In this case $2,857,000 is avail- 
able. But member banks may in turn extend to customers deposit 
credit ten times the amount of excess reserves according to the 
conditions of the problem. Therefore the million dollars of free 
gold may become $28,570,000 in customers’ deposits at the maxi- 


mum. 
Ordinarily it was pointed out that this is a “‘possible”’ amount 
of expansion, and that the exact amount is governed by the de- 


mand for Federal Reserve notes which require higher reserves. 
Unfortunately, however, this high “possible” expansion has found 
comparatively wide acceptance by the layman (and occasionally 
by a newspaper financial columnist) as a normal expansion. A 
striking instance of such misinformation and carelessness is the 
following paragraph from a newspaper report of an address by 
George L. Harrison, Governor of the Federal Reserve Bank of 
New York: 

The Reserve Banks are fortified with sufficient gold at present to expand 
Federal Reserve credit by some $3,500,000,000, he declared. This could 
mathematically form the base for a stupendous increase of as much as $35,- 
000,000,000 in bank credit, the speaker declared.s 


The demand for currency obviously makes such expansion ra- 
tios impossible. Still, neglect of the influence of Federal Reserve 
notes is common in the non-technical literature of the field, and 
occasionally creeps into the textbooks. There are, however, three 


5 Chicago Daily News, January 9, 1932. 
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studies which recognize the importance of the demand for cur- 
rency and attempt a statistical measure of the expansion possi- 
bilities of the Reserve System with the problem somewhat more 
clearly defined. The earliest of these estimates was made by Pro- 
fessor H. L. Reed in 1918;* the second, by Warren M. Persons, ap- 
peared in 1920;7 and the third and most ambitious of the three, by 
J. V. Huffman, was published in this Journal in 1926. Reed’s esti- 
mate has been condensed by Huffman as follows: 

In November, 1917, excess reserves against Federal Reserve notes out- 
standing were $229,140. If this entire excess were used to support additional 
note issues, $572,850 in additional notes could be issued. On the same date 
the excess reserves against deposits were $482,123. On the basis of this ex- 
cess reserve, deposits of member banks could be increased $13,774,940. Add- 
ing the two figures of possible Federal Reserve note increase and member 
bank deposit increase we find that, according to Reed, $711,263 in gold re- 
serves will make possible a total expansion of $14,347,790. According to these 
figures then, every dollar of excess gold reserve represents a potential expan- 
sion of over $20.00 in demand deposits and notes.® 


Huffman objects particularly to Reed’s statement that “an in- 
crease of note issues by $572,850,000 would probably furnish all 
the till money necessary to support the $13,774,940,000 of bank 


deposits.’*° He retorts: 

Nowhere in the article do we find a hint that additional Federal Reserve 
notes may be needed for other than till-money purposes, although as a matter 
of fact, till-money requirements of the banks are insignificant as compared 
with the needs of the public for more hand-to-hand currency, money which 
goes into the pockets of the people and the tills of the nation’s business enter- 
prises." 


It should be pointed out, however, that Professor Reed’s article 
was a plea for conservation of gold by the Federal Reserve System 
so that America might claim its place as the world-banker when 


*“Credit Expansion under the Federal Reserve,” American Economic Review, 
VIII (1918), 270-82. 

7 “The Basis for Credit Expansion under the Federal Reserve System,” Review of 
Economic Statistics, Part II (1920), pp. 21-27. 

* “Expansion Possibilities of the United States Banking System,” Journal of Po- 
litical Economy, Vol. XXXIV (1926), pp. 717-42. 

* Huffman, op. cit., pp. 719-20 (o00’s omitted). 

* Reed, op. cit., p. 280. " Huffman, op. cit., p. 720. 
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world-conditions returned to normalcy after the World War, and 
that the measure of expansion possibilities which he offered was 
purely incidental. Reed knew very well that there is no line of de- 
marcation setting part of the reserves aside specifically for notes 
and leaving the rest for deposits, despite the item on the weekly 
combined statement of the Federal Reserve Banks ‘“‘Gold held ex- 
clusively against Federal Reserve notes.” This results merely 
from the practice of depositing a certain amount of excess gold 
with the Reserve Agent to expedite issues of notes as they are 
needed. If the period happens to be one where the gold reserves 
in the hands of the Reserve Agent exactly equalled the minimum 
of 40 per cent, this method of Reed’s would permit no expansion 
at all of the notes! We may dismiss Reed’s article, then, as not 
significant to the problem. 

Professor Persons used as the basis for his estimate of the ex- 
pansion possibilities of the Reserve System the statistical experi- 
ence of the System over a period of more than a year, from No- 
vember 1, 1918, to January 9, 1920. He found that during the 
period the ratio of Federal Reserve notes outstanding to the mem- 
ber bank reserve balances at the twelve Reserve Banks was three 
to two, and then argues: 

1. The lending power of member banks is ten times their reserves. 
2. Two-fifths of the excess reserves of the combined Federal Reserve Banks 
are available as a basis for an increase of reserve deposits. 

. Three-fifths of the excess reserves of the combined Federal Reserve Banks 
are available as a basis for an increase of Federal Reserve notes. 

. Reserve deposits and Federal Reserve notes can be expanded to an amount 
equal to two and one-half times” the excess reserves available for such 
deposits." 

He concludes “that the loans of member banks can be increased 
by an amount eleven and one-half times the excess reserves of the 
combined Federal Reserve Banks.’’“ 

Persons’ estimate that the ratio of notes to deposits in an in- 
crement of circulating medium would be the same as the ratio of 
Federal Reserve notes to deposits in the existing volume of cir- 


™ Persons uses 40 per cent as reserve against both types of liability for ease in 
computation and for a margin of error. 
8 Persons, op. cit., p. 26. “4 Ibid. 
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culating medium was clearly erroneous. He completely overlooked 
the fact that the Federal Reserve notes outstanding during the pe- 
riod covered by his estimate were about half of the total hand-to- 
hand currency in circulation. If the existing ratio of currency to 
deposits was to be maintained in an increment of circulating medi- 
um composed of deposits and Federal Reserve notes only, the ratio 
of such notes to deposits would be twice the previously existing 
ratio. If Persons’ estimate had been correct, the difference be- 
tween the coefficients of average and incremental expansion would 
disappear, for the ratio of required reserves to circulating medium 
would always be eleven and one-half. 

Huffman denies the validity of the estimate for a different rea- 
son: 

In the first place, the likelihood of special conditions affecting the ratio of 
note to deposit expansion in a period of one year is greater than would be the 
case with a longer period. In the second place, it may very well happen that 
this ratio varies for different parts of the same expansion period. This con- 
sideration will be discussed in more detail laters but if such is the case, the 
reader will immediately perceive that an estimate based on the behavior of 
the ratio during a year near the peak of the cycle is clearly inapplicable to the 
entire period of expansion.” 


Huffman’s estimate broke new ground at several points. He 
recognized, as did neither Reed nor Persons, that non-member 
banks are more closely linked to the Federal Reserve System than 
is commonly realized. Although the provisions of the Federal Re- 
serve Act prevent member banks from acting as the medium for 
non-member bank rediscounting” the bond between the two is 
none the less a vital one, for: 

.... their reserves will be increased by the mere fact that they are unable 


to keep pace in expanding loans with the member banks. Unless all the banks 
serving a given area or region expand together, the clearing house balances 


Ss Despite this promise, I have been unable to discover any further consideration 
by him of the variation in the expansion ratio during different parts of the same ex- 
pansion period. Analysis in terms of incremental and average expansion makes it 
possible to study the behavior of the coefficient during the entire period of the ex- 
pansion. 

* Huffman, op. cit., p. 722. 

7 Some rediscounting may be done where eligible paper has been discounted in 
good faith by a member for a non-member and is later offered to a Reserve Bank. 
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will run in favor of the non-expanding banks and against the banks which 
are expanding. This situation may so deplete the reserves of the expanding 
banks that their expansion is halted. In this way a small group of banks may 
readily check the expansion of a much larger group, provided, of course, that 
the non-expanding banks do not later use the reserves so acquired as a basis 
for increasing their own loans. In the present case, a given non-member bank 
will presumably expand to the limit of its ability on the reserves which it 
possesses at the beginning of an expansion period when its expansion will of 
necessity stop. Clearing house balances will then begin to run in its favor, 
thus placing in its hands cash or its equivalent, demand deposits due from 
other banks. The non-member bank will presumably demand cash for these 
deposit balances to the extent to which it wishes to build up its cash reserves. 
Such cash payments may take the form of Federal Reserve notes or legal 
tender, but in any case must ultimately be met by increased issues of Federal 
Reserve notes. It follows therefore, that the reserves of the Federal Reserve 
Banks may serve in an indirect way as a basis for non-member expansion. 
Hence the desirability of including non-member bank expansion in an esti- 
mate of expansion possibilities. 


The method by which he derived his coefficient of expansion in- 
volves six steps. (1) Huffman listed those items against which re- 
serves must be maintained. Here he made another contribution 
to the literature of the field by explicitly considering time deposits. 
These are not part of the circulating medium, but they require re- 
serves, and provision must be made for their growth in a period of 
expansion. The complete list of items against which reserves must 
be maintained is given in Table II. (2) He determined the growth 
in each of these items between June 30, 1914, and June 30, 1920, 
and (3) assumed that the relative growths of the various items 
during those six years were the typically associated rates at which 
the items will grow in a similar period of expansion. (4) He found 
the reserve required against each item and, finally, (5) computed 
the expansion possible on a doilar of gold reserve. These figures 
are also shown in Table II. (6) He concluded that the circulating 
medium (consisting of currency in the hands of the public plus the 
demand deposits in both member and non-member banks) may ex- 
pand $8.33 on each dollar of gold reserve. 

Notwithstanding this elaborate procedure Huffman’s result is 
subject, in part, to the same criticism as Persons’. It applies to a 


*® Huffman, op. cit., pp. 722-23. 
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particular period, one so unusual that it cannot be considered 
characteristic of any other period of our history. During the time 
which he uses as his base period occurred the world’s greatest war 
and a complete revision of the American banking structure. For 
these and other reasons which will be considered in the following 
pages, Huffman’s conclusion must be held inapplicable to any 
other period. 


TABLE II 


AMOUNT OF EXPANSION IN VARIOUS ITEMs WaIcH CAN 
TAKE Pace on Eacu Doiiar or Gotp RESERVE* 


Item 
Currency in hands of public 
Member bank demand deposits 
Member bank cashiers’ and certified checks 
Member bank time deposits 
Non-member bank demand deposits. . ere 
Non-member bank cashiers’ and certified checks. 
Non-member bank time deposits 
Member bank till money 14 


All demand deposits .61f 
All demand deposits plus currency .33 


* This table is exactly as given by Huffman, of. cit., p. 741. 
t The re should ares — a and certified checks which are in effect demand deposits. The 
totals then me $6.99 and $8 


3. STATISTICAL METHODOLOGY 


What we propose to determine is the minimum reserve in the 
Federal Reserve vaults required by law to support the total cir- 
culating medium outstanding at various dates, and the amount of 
additional reserves required by an addition to the circulating 
medium. The ratio of required reserves to the total circulating 
medium outstanding is the coefficient of average expansion. The 
ratio of the increment in reserves (required by an increase in the 
circulating medium between any two dates) to the increase in the 
circulating medium is the coefficient of incremental expansion. It 
is, therefore, important that the meaning of circulating medium be 
carefully defined at this point, or the precision of the subsequent 
statistical work is meaningless. 

At several significant points we depart from Huffman’s use of 
the phrase, “circulating medium,” particularly in the question of 
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deposits subject to check. In his study, demand deposits (includ- 
ing cashiers’ and certified checks) are taken as the credit part of 
the total circulating medium.” But it is only that part of the de- 
mand deposits which is actually subject to check which may prop- 
erly be included, not the entire total of demand deposits. There 
are several series available which attempt to estimate the volume 
of checkable deposits, of which the latest and most complete” has 
been used in this paper. The series has been adjusted, by its au- 
thor, by deducting “exchanges for clearing-house’”’* and adding 
cashiers’ and certified checks and letters of credit and travelers’ 
checks sold for cash and outstanding. The result is probably as 
near to the actual amount of deposit currency subject to check as 
can be determined from available data.” 

We come now to the question of currency and its part in the 
total circulating medium. Huffman deals with “currency in the 
hands of the public” which he defines as 


. . . . cash in circulation other than that held by the banks of the country and 
the United States Treasury. It is the amount of hand-to-hand currency pre- 
viously referred to, and is held in the pockets of the people and the tills of 
the business enterprises of the nation.” 


Such a limitation of the currency in circulation is not strictly de- 


fensible, and will not be followed in this paper. We shall accept 
the more common usage of the term, as in current statistical pub- 
lications, where money in circulation means money outside the 
United States Treasury after deducting money held by the Fed- 
eral Reserve Banks and agents. Cash on hand, or till money, of 


? Huffman, op. cit., p. 730. 

» Y. S. Leong, “An Estimate of the Volume of Deposit Currency in the United 
States,”’ Journal of Political Economy, XXXVII (1929), 583-603. 

* These charges represent checks which have been deposited by persons receiving 
them but which have not yet reached the home bank and been charged against the 
person who drew them. Some deposits, therefore, are counted twice, once in the 
bank where the check is deposited and once by the bank against which it is drawn. 

= There are several discrepancies for which no correction is at present possible. 
For example “(demand deposits” of member banks include, in addition to those sub- 
ject to check, “deposits not subject to check, but due within thirty days from the 
date of the report or subject to less than thirty days’ notice” (Federal Reserve Board 
Notice, Form 105). 

* Huffman, op. cit., p. 730-31. 
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member banks is as much a part of the circulating medium as till 
money of merchants. If deposits are counted as circulating media, 
as they are and should be, then the cash reserve against them, as 
required by law, obviously should not be counted in circulation. 
But till money in banks is not specifically pledged against de- 
posits. It is, rather, the working fund of the banker for exchang- 
ing large bills into small ones and vice versa, and for cashing cou- 
pons and checks. It is a lubricant for the wheels of commerce as 
much as the till money of a merchant who uses varying sums of 
hard cash for change, for cashing checks, etc. 

Cash in the vaults of non-member banks, however, offers a more 
difficult obstacle. Some of the cash on hand is legal reserve against 
deposits and is as unavailable for circulation as member bank re- 
serve balances at the Federal Reserve Bank. Some of it, on the 
other hand, is actually till money or “convenience cash.”” To sepa- 
rate the two is almost impossible, and it is necessary to accept the 
total cash in the vaults of non-member banks as part of the circu- 
lating media. However, the results will not be materially changed 
by this inclusion. 

But not all the currency in circulation rests on Federal Reserve 
gold holdings, as was suggested in the hypothetical illustration 
above.* Other currencies—such as national bank notes, gold cer- 
tificates, greenbacks, and silver certificates—are a significant part of 
the total currency circulation. On September 30, 1932, these other 
monies were 52 per cent of the total money in circulation and Fed- 
eral Reserve notes 48 per cent. As indicated in the earlier sections 
of this paper, we are determining the expansion possibilities of cir- 
culating medium of Federal Reserve origin through member banks 
and non-member banks which are linked to the system. It is true, 
none the less, that to study the fluctuations of the Federal Re- 
serve notes exclusively and to disregard the other currency in cir- 
culation would indicate a misleading relationship between the 
phenomena we are observing. Changes in the total amount of 
hand-to-hand currency in circulation are not necessarily reflected 
in the amount of Federal Reserve notes outstanding. In the peri- 
od January, 1922, to December, 1927, for example, total money 


“ Supra, pp. 350-53 ff. 
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in circulation increased $562,000,000, and during the same period 
Federal Reserve notes outstanding decreased $394,000,000. The 
gap was offset by an increase of $902,000,000 in the amount of gold 
certificates in circulation. 

There was an exchange of gold certificates for Federal Reserve 
notes in the period 1922-27 which was an aftermath of war- 
time financing. From May, 1917, after the United States entered 
the war, until February, 1922, gold was being mobilized at the 
Reserve Banks. Gold certificates were withdrawn from circula- 
tion and Federal Reserve notes substituted so efficiently that of 
$1,300,000,000 in 1917, less than $200,000,000 remained in circu- 
lation in 1922. Gold stocks of the United States began to increase 
from November, 1920, on, and by 1923 the accumulation was so 
great that it was decided to withdraw Federal Reserve notes from 
circulation and replace them with gold certificates in order to con- 
ceal the strength of the reserve position of the Reserve Banks, and 
restrain possible credit expansion. The changes in the volume of 
Federal Reserve notes during this period would be misleading if 
considered apart from the changes in gold certificates outstanding. 

The degree of fluctuations in other kinds of money is much 
more limited,*5 and never approaches the amplitude of change in 
gold certificates. Since a greater total expansion is possible if cur- 
rency increases take place in Federal Reserve notes rather than in 
gold certificates, we shall consider that non-reserve monies are 
fixed at $3,500,000,000” and assume that all increases above this 
amount have been in Federal Reserve notes. 

The computation of minimum gold reserves necessary to sup- 
port the total circulating medium is simple and direct. There is no 
need to estimate the average reserve requirements for the system. 


*s The Glass-Borah Amendment to the Home Loan Bank Bill (July 22, 1932) 
makes possible an increase of national bank notes of a billion dollars. This is a tem- 
porary measure, however, and the new notes must be retired within three years. Nor 
are other note increases authorized by Congress since March 4, 1933, intended as 
permanent additions. The Thomas Amendment to the Farm Bill provides that if 
greenbacks are issued they must be retired at the rate of 4 per cent annually. 

* This is the average circulation from January to June, 1914, which represents 
the latest period before the inauguration of the Federal Reserve System which ap- 
proximates normalcy. In August, 1914, emergency currency was issued under the 
provisions of the Aldrich-Vreeland Act. 
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The records of required reserves of member banks are available 
in the annual reports of the Federal Reserve Board since 1928. 
Before that time information is available only on reserves actually 
held. On the basis of the available records of excess reserves since 
1928 it was decided that, ordinarily, reserves actually held are 
2 per cent in excess of required reserves. The Federal Reserve 
Banks are required to hold 35 per cent reserve against deposits, 
and thus it is on a base of slightly more than one-third of required 
member bank balances as a minimum that the deposit currency of 
the United States may rest. In the case of Federal Reserve notes, 
we shall assume sufficient commercial paper at all times so that 
only the minimum gold requirement of 40 per cent is necessary.”’ 
The coefficient of average expansion is computed by dividing the 
total circulating medium of Federal Reserve origin outstanding by 
the minimum required reserves against Federal Reserve notes and 
member bank deposits; the incremental coefficient is computed by 
dividing an increase in the circulating medium by the accompany- 
ing increase in required reserves. 

There are two specific weaknesses in the figures of money in cir- 
culation which must be recognized at this point. Movements of 
American paper currency to and from foreign countries are not 
separately shown in circulation figures. The result is that a dis- 
turbance in a European monetary system may cause an outflow 
of paper currency from the United States* which is shown in cir- 
culation statements as an increased amount of money in circula- 
tion, although there may have been an actual decrease of currency 
in domestic circulation. It is estimated that between $200,000,000 
and $500,000,000 in American paper currency were in Europe dur- 
ing the post-war inflation. During the first three quarters of 1932 
more than $100,000,000 in paper currency were returned to the 


” If we were considering actual ratios of reserves to circulating medium, this as- 
sumption would not be valid, but we are measuring expansion possibilities, the ratio 
of minimum required reserves to circulating medium. During the war through to 
1920, and again in 1929-32, there was a serious shortage of commercial paper at the 
Federal Reserve Banks, and higher gold reserve was necessary. The Glass-Steagall 
Bill permits the use of government securities as collateral security for Federal Re- 
serve notes under certain conditions at present. 

*S. I. Posner, “‘Trans-Atlantic Movements of United States Currency,” Ameri- 
can Bankers Association Journal, January, 1933. 
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United States from Europe. These movements are completely ir- 
relevant to the financial conditions of the United States and ob- 
scure the relations which we have suggested as existing between 
currency and deposits. 

The second defect of the “money-in-circulation”’ series is one of 
considerable magnitude at present, but probably of much less im- 
portance in earlier years—currency hoarding. In times of wide- 
spread distrust the amount of circulating medium which can be 
supported by a given amount of gold undergoes a striking shrink- 
age. Bank deposits are converted into banknotes or even gold it- 
self. The increased demand for notes is immediately reflected in 
the coefficients of expansion, and obscures the normal cyclical 
fluctuations. Hoarding had not begun to any appreciable extent 
until late in 1930, and probably does not affect our series of money 
in circulation before that time. 


4. BANKERS’ BALANCES 


Huffman broke new ground by introducing into his calculations 
two factors ignored by earlier writers—time deposits and deposits 
of non-member banks. It is none the less true that he omitted cer- 
tain other factors, such as the influence of foreign holdings of 
American currency, already mentioned, and reserves required 
against bankers’ balances. It is obvious when a deposit is made in 
one bank by a second bank, that the amount “‘due to banks” and 
“due from banks” on their respective statements arising from that 
single deposit will of necessity be equal; so, similarly, for the en- 
tire banking system of the country—the total “due to banks” 
must equal “‘due from banks.’’ It is this identity which probably 
led Huffman to say “The item of ‘due to banks’ is of course ex- 
cluded.””” 

However, Huffman overlooked the fact that, although the to- 
tals “due to” and “due from”’ banks for the entire system are ap- 
proximately equal, still, individual banks may have large net bai- 
ances due to other banks, as is actually the case particularly in re- 
serve and central-reserve cities. The reserve requirement against 
these net balances results in higher ratio of required reserves to de- 


*” Huffman, of. cit., p. 731. Italics mine. 





EXPANSION OF THE FEDERAL RESERVE SYSTEM 365 


mand deposits for the entire system. Changes in the volume of 
such bankers’ balances are reflected in the coefficients of expan- 
sion. J. M. Keynes has recognized this in part: 

When a Country Member bank lends its funds to a centrally situated 
Member bank, the deposit becomes subject to a higher rate of reserve appro- 
priate to the latter. If, however, the Country bank lends its reserves [sic— 
should be “funds”’] direct in the market, then the lower reserve requirement 
appropriate to the Country banks is effective. Now the former is what tends 
to happen in slack times and the latter in active times. For example, in 1924 
an inactive demand for funds from trade and industry led to a large deposit 
of Country Bank funds with City Banks, and was consequently reflected in 
a sharp increase in legal reserve requirements.” 


It is quite true that deposits in central-reserve cities are subject 
to a higher reserve requirement than those of a country bank, but 
the more important result in the case of bankers’ balances is that 
much of these balances is subject to double reserves. Reserves 
must be maintained by the depositing bank against the deposits 
from which the funds originally arose, and by the depository bank 
against net balances due to other banks. The relative increase in 
bankers’ balances in quiet times, and decrease in periods of activ- 


ity, is especially important in determining the changes in the co- 
efficient of incremental expansion, as will be explained in section 6. 


5. COEFFICIENT OF AVERAGE EXPANSION, 1918-30 


In Table ITI are given the coefficients of average expansion at 
the beginning of each quarter since January, 1918. The method of 
computing the coefficients is indicated in the table and has also 
been described in detail in section 1 of this paper. In Chart IT the 
movements of the coefficient are compared with the ratio of check- 
able deposits to currency in circulation. It is quite clear that the 
coefficient of average expansion is almost entirely determined by 
the relative proportions of currency and deposits of which the to- 
tal circulating medium is composed. The upward trend over the 
period is due to several factors which are operating to reduce the 
volume of currency in circulation and are discussed in section 7. 


% J. M. Keynes, “Member Bank Reserves in the United States,” Economic J our- 
nal, March, 1932, p. 29. 
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AVERAGE EXPANSION POSSIBILITIES OF THE 
FEDERAL RESERVE SYSTEM 








CrrcuLtaTinc Mepia* 





Checking 
Deposits 


Currency 


MiIntuum 
REQUIRED 
RESERVES* 


CoEFFICIENT 
oF AVERAGE 
EXPANSION 





TQI9 
January 
April 
“ea 
October... .. 


1920 


ee 
April. ... 


October... .. 


1922 


Ee ee 


April. . . 
_ 
October... .. 


1923 





15,510 
15,710 
15,234 
17,194 


18,208 
17,490 
18,316 
19,634 


20, 766 
20,049 
20,580 
20,940 


18,922 
17,465 
17,079 
16,380 


16,505 
15,897 
16,865 
17,219 


17,992 
17,308 
17,936 
18,452 


19,165 
18,529 
19,004 
19,957 


20,628 
19,999 
20,7097 
20,957 





| 


14,704 
14,787 
14,214 
15,560 


16,658 
16,026 
16,920 
18,028 


19,035 
18,777 
18,602 
18,767 


17,021 
15,687 
15,922 
15,159 


15,478 
14,915 
15,922 
16,076 


16,813 
16,137 
16,624 
17,011 


17,818 
17,143 
17,094 
18,566 


19,465 
18,696 
19,413 
19,522 





806 





825 
885 


9°05 
1,181 


1,181 
1,156 
1,147 
1,257 


1,338 
1,390 
1,422 
1,492 


1,368 
1,202 
1,104 
1,055 


997 
987 
999 
1,087 


1,130 
1,133 
1,166 
1,215 


1,195 
1,207 
1,226 
1,290 


1,298 
1,249 
1,259 
1,334 





18.80 
17. 
16. 
14. 





* In millions of dollars 
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TABLE IlI—Continued 








CrrecuLatTinc Mepia* 
Mrvmoum =| Coerricrent 
Reoumrep | oF AVERAGE 

REsErves* | EXPANSION 





Checking 


Deposits Currency 





22,028 20,637 1,391 .65 
20,532 19,150 1,382 77 
20,695 19,279 1,416 62 
20,576 19,075 1,501 12 


21,066 19,683 1,403 85 
20, 390 19,011 1,379 41 
21,231 19,880 1,35! 02 
21,369 19,935 1,434 58 


21,847 20,562 1,265 23 
20, 863 19,633 1,230 .88 
21,013 19,767 1,246 23 
21,342 20,006 1,336 foo) 


1929 
January.... 23,093 21,845 1,248 .55 
Se 20,470 1,179 29 
| rere 20,954 19,690 1,264 
October 21,440 20,130 1,310 95 


1930 
21,035 20, 763 1,152 .3! 
19,596 18,578 1,018 14 
20,541 19,558 983 -93 




















*In millions of dollars. 


6. INCREMENTAL EXPANSION—FOUR CYCLICAL EXPANSIONS 
SINCE 1918 

Huffman’s study, in terms of this paper, is an estimate of the co- 
efficient of incremental expansion for the interval 1914-20. His 
method of determining required reserves* conceals an important 
characteristic of incremental expansion, namely, the change in the 
ratio of required reserves to checkable deposits. This does not 
mean that the legal-reserve requirements change in any way. It 
is the result of shifting bankers’ balances already referred to in 
section 4. A large transfer of funds from country banks to New 
York does not change the volume of checkable deposits but does 


* Huffman assumes that the average reserve requirement against demand de- 
posits for all member banks is 10 per cent at all times. 
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increase the required reserves. The change is most marked in New 
York and Chicago banks but affects the average for the country 
quite significantly, as may be seen from Table IV. 

It will be noted that the total required reserves of all member 
banks on December 31, 1929, were 12.9 per cent of the total de- 
mand deposits, and on March 25, 1931, were 14.2 per cent; re- 
quired reserves of central-reserve cities on the same dates were 


TABLE IV 


Ratio oF TOTAL RESERVES TO DEMAND DEPOSITS, AND BANKERS’ 
BALANCES, DECEMBER 31, 1929, AND MARCH 25, 1931 








an Dus ro Tora Ratio oF /|Ratio or Net 
Devostrs® |Banxs. Nert REQUIRED | RESERVES TO| BALANCES TO 
— — RESERVES Depositst Deposits 





In Millions of Dollars Per Cent 





All member banks: 
December 31, 1929.| 18,861 
March 25, 1931....| 16,338 


Central-reserve 
city banks: 
December 31, 1929. 7,057 546 1,041 
March 25, 1931.... 5,932 1,392 I ,007 




















* Demand deposits exclusive of bank and governmental deposits. 

t Aggregate of individual banks’ excess “due to banks” over amount “‘due from banks.” Where a 
bank shows a net “due from banks” the report does not enter into this figure. It is the net amount of 
bankers’ balances against which reserves must be carried. 

t Total required reserves against all deposits, time, demand, net bankers’ balances, etc. (See 
n. 32.) 


14.8 per cent and 17.0 per cent respectively.” The effect on the co- 
efficient of incremental expansion of this change in required re- 
serves may be made clear by a comparison with cost curves of 
orthodox economic analysis. It will be remembered that the mar- 
ginal cost of any commodity is the net addition to the cost of the 


32 Obviously this is not the reserve requirement against demand deposits. It is 
the ratio of total required reserves (reserves against time deposits, net balances due 
banks, as well as demand deposits) to deposits subject to check. It may be argued 
that if time deposits are set aside as not constituting currency then the reserves 
against them ought also to be set aside. But reserves against time deposits and bank- 
ers’ balances may otherwise have served as a basis for expansion of checkable de- 
posits. Changes in required reserves due to changes in bankers’ balances and time 
deposits which in turn accompany changes in demand deposits must be considered 
as affecting the expansion possibilities of the Federal Reserve System. 
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total output when an incremental unit is produced. In an indus- 
try of increasing costs a larger output will raise the per-unit cost of 
the entire production, in which case the marginal cost is much 
greater than the average cost. In the case of deposits we find a 
situation of decreasing reserve “‘costs,”’ that is, as the volume of 
checkable deposits increases in a cyclical expansion the per-unit 
required reserve decreases. The economy in reserves for the total 
must be subtracted from the reserve necessary for the increment 
in order to find the incremental expansion coefficient. 


TABLE V 
REFERENCE Dares For Business Cycies* 1919-29 








EXPANSION CONTRACTION 





Revival Peak Recession Trough 





January, 1915 
May, 1919 

October, 1921 
August, 1924 
January, 1928 


August, 1918 
January, 1920 
May, 1923 
October, 1926 
May, 1929 


September, 1918 
February, 1920 
June, 1923 
November, 1926 
June, 1929 


April, 1919 
tember, 1921 

July, 1924 

December, 1927 

















* W. C. Mitchell, “Business Cycles,” Encyclopaedia of the Social Sciences, Til, gs. 


The method of computing the marginal expansion is as follows: 
(1) Subtract from the circulating medium at the peak of the cycle 
the amount at the beginning of the period. (2) Subtract from the 
minimum reserves at the peak those at the bottom of the cycle. 
(3) The difference in the circulating media is the amount of expan- 
sion. (4) The increase in reserves is the incremental reserve neces- 
sary to support the expansion of circulating medium. (5) There- 
fore, the expansion in circulating medium divided by the increase 
in required reserves will yield the coefficient of marginal expan- 
sion. 

We have objected that Huffman erred in basing his estimate on 
the limited experience of a single expansion, and will demonstrate 
the validity of the objection by determining the coefficient of in- 
cremental expansion for each cyclical expansion since 1918.% The 
dates of the cycles are given in Table V. 


3 Reserve requirements were changed by an amendment to the Federal Reserve 
Act on June 21, 1917, and a different basis of calculation is necessary for the earlier 
periods. 
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It makes little difference whether we take the last month of the 
trough or the first month of the revival as the beginning of the 


TABLE VI 


COMPUTATION OF THE COEFFICIENT OF INCREMENTAL EXPANSION 








TrovcH PEAK | EXPANSION 





COEFFICIENT 
oF 
INCREMENTAL 
EXPANSION 


Money* Reserves | Money* | Reserves Money* | Reserves 





In Millions of Dollars 





I 18,072 1,155 | 20,766 1,338 | 2,694 14.72 
II 16,380 1,055 17,788 1,147 1,408 15.30 
Ill 18,165 1,213 20,576 1,361 1,411 9.53 
IV 21,847 1,340 | 20,528 1,262 1,3190T epee Ie 


























* Total circulating medium. t Decrease. 


period. But for consistency let us consider in each of the four 
cases that the period of expansion is from revival to peak. The 
circulating medium at these two dates, the minimum legal reserve, 


CHART II 


AVERAGE EXPANSION OF FEDERAL RESERVE SYSTEM 


| 


TOTAL CIRCULATING MEDIA 
| 


AVERAGE EXPANSION Leen | 








COEFFICIENT OF 
AVERAGE EXPANSION 









































‘a 2 ww 2 wae tH STS BR 


and the coefficients of incremental expansion for the four expan- 
sion periods are given in Table VI. 

The three coefficients which were determined differ considerably 
from each other, although it will be noted that each one is larger 
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than the expansion which Huffman obtains. No result could be 
computed for the 1928-29 expansion, for at the peak there was less 
deposit currency and less money in circulation than at the begin- 
ning of the period. 

Let us examine the expansion phases one by one and observe 
the changes in the ratio of currency to deposits as shown in Chart 
II. In Cycle I, from May, 1919, to January, 1920, we find that the 
expansion in total circulating medium coincides exactly in timing 
with the business cycle from the revival to the peak. But the num- 
ber of dollars of deposits per dollar of currency begins to fall off 
about the middle of 1919 and the decline continues to the third 
quarter of 1920. In Cycle II, expansion in circulating medium 
does not begin until the first quarter in 1922, three months after 
the beginning of the business upturn, and reaches its peak some- 
what before the peak of business activity. Here, again, at first the 
ratio of deposits and currency grows more favorable (i.e., less cur- 
rency relative to deposits) as the volume of business increases, but 
in the middle of 1922 the deposits per dollar of currency fall off 
sharply. Similarly in Cycle III. Business revival comes in Au- 
gust, 1924; circulating medium expands almost synchronously, 
and the ratio of deposits to currency becomes more favorable, only 
to reverse its direction a year before the peak in business activity 
is reached. 

What determines these shifts in the ratio of deposit currency to 
money in circulation? Why are they wider in the case of some cy- 
cles than others? In Chart III, the ratio of deposits to the two cur- 
rency series is shown in more detail. (In the lower curve are shown 
the fluctuations of the ratio of currency in the hands of the public 
to checkable deposits. The ratio of total currency including com- 
mercial bank holdings to deposits is shown in the lighter line, and 
there are several marked divergencies.)* There is an interesting 
similarity between the movements of the two curves and the move- 
ments of wholesale prices. However, to compare the movements 


4 Y. S. Leong, ‘‘An Estimate of the Amount of Money Held by the Banks and 
of the Amount of Money in General Circulation in the United States,” Journal of 
Political Economy, XXXVIII (1930), 164-93. Estimates for the later period were 
kindly supplied by Mr. Leong directly for this paper. 
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of these curves with a wholesale-price series is to neglect the fact 
that most currency payments are not made for wholesale trans- 
actions. The cost-of-living index number prepared by the Nation- 
al Industrial Conference Board, which combines food prices at re- 
tail, housing, clothing, and fuel and light expenditures, has been 
selected as more appropriate. This index number at quarterly in- 
tervals is shown on Chart III and may be compared with the fluc- 
tuations in the deposit-to-currency ratio. 


CHART III 


RaTIo OF CURRENCY TO ToTAL CHECKABLE DEPOSITS 
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Allyn A. Young, in a study of certain banking series, states: 

The fluctuations of the amount of money in circulation show a remarkably 
close resemblance to the cyclical fluctuations of wholesale prices during this 
period (1901-1914). They generally lag behind the price fluctuations by an 
interval that is often as much as a half-year.3s 
However, we are more interested in the relative fluctuations of cur- 
rency and checkable deposits, for it is largely by these relative 
movements that the variation in our coefficients of average and in- 
cremental expansion are determined. If there were a large increase 
in absolute volume of currency accompanied by an increase of de- 


3s Allyn A. Young, “Analysis of Bank Statistics for the United States,” Review 
of Economic Statistics (1925), p. 24. 
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posit currency in the same proportion, expansion possibilities 
would be more or less definitely fixed at one ratio all the time. 
Chart II indicates quite clearly, though, that as the total volume 
of circulating media changes there is a change of considerable 
magnitude in the relative proportions of deposits and currency. It 
is highly probable that this relative change is due to a greater 
change in the velocity of circulation for deposits than for currency. 
Certainly the potential maxima in the two cases are widely diver- 
gent, and that of deposits is several times larger. But the final 
solution must wait on more complete studies of velocities of circu- 
lation. 

A comparison of the broad movements of the cost-of-living in- 
dex with those of the currency-to-deposits ratio for the four cy- 
cles shows an interesting relationship. In Cycle I (from May, 
1919, to January, 1920), we find the cost-of-living index continues 
up until the middle of 1920. The lower currency-to-deposits ratio 
(currency in the hands of the public only) curve begins its up- 
ward movement about the same time as the price index, and 
reaches a peak about six months later. In the upper curve (the 
ratio of all currency to deposits) the upturn begins about three 
months later than the price-index rise. 

We have already pointed out one of the weaknesses of the data 
—the lack of adequate statistics of American currency in circula- 
tion outside the United States.%* These currency movements to 
and from Europe loom large in the series of “Currency in the 
Hands of the Public.”” The cash holdings of the Treasury and Fed- 
eral Reserve Banks are known exactly, those of the commercial 
banks are fairly accurate, and when they are deducted from the 
total currency outstanding, the public holdings serve as a catch-all 
for the unknown items. If a reliable series of money in the hands 
of the public could be constructed we might depend more com- 
pletely on the relations which we have suggested as existing be- 
tween currency and deposits. 

In Cycle II, from October, 1921, the cost-of-living index begins 
to rise about six months after the business revival, and shortly af- 
ter that the ratio of currency to deposits begins a sharp rise. In 


% Supra, pp. 363-64. 
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Cycle III the currency-ratio movement is badly divergent. The 
price index swings up with business activity in August, 1924, but 
the currency ratio drops steadily through the period, although an 
increase would have been expected in the light of this analysis. 
The explanation lies in the fact that large receipts of American pa- 
per currency took place in 1924 and 1925 when stabilization of 
Central European currencies was effected. As a result, any in- 
creased demand for currency by the public was met by the receipts 
from abroad. As the return flow thinned out in 1926, the increased 
demand was met by additional issues of currency. A proper ad- 
justment, if it could be made, would probably reveal the usual re- 
lationship of the currency-to-deposits ratio and the cost-of-living 
index number. In Cycle IV, although the total of the circulating 
medium was smaller at the peak of the expansion than at the be- 
ginning of the cycle, the expected movement of the currency-to- 
deposits ratio took place. 


7. SECULAR TREND IN COEFFICIENT OF 
AVERAGE EXPANSION 


There are several factors which may be expected to influence 
the coefficients of average expansion over a period of years. We 
shall consider briefly four of these factors: The increase in time 
deposits; decrease in member-bank vault cash; increased use of 
checks in wage payments; and settlement of clearing-house bal- 
ances by transfer of reserve balances at the Federal Reserve 
Banks. The first of these factors is operating to limit the coeffi- 
cient of average expansion, the others tend to increase it. 

In the period covered by this paper, time deposits in member 
banks have grown from 24 per cent of total individual deposits in 
1918 to 44 per cent in 1931. The growth may be seen in Table 
VIL. 

When time deposits were only 20 per cent of the total, the aver- 
age member bank reserve requirement was 86 cents for each ten 
dollars of deposits. Assuming, for the time, that all demand de- 
posits are checkable deposits, under such circumstances a deposit 
expansion of $26.60 on each dollar of gold reserve in the Federal 
Reserve vaults is possible. When time deposits become 50 per 
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cent of the total the expansion coefficient is reduced to $22.00. 
As the percentage increases, the 3 per cent reserve which must be 
maintained against time deposits weighs more heavily and limits 
the expansion. 

If demand deposits are taken as the total deposit currency, then 
the expansion possibilities of the system are being reduced as time 
deposits grow. If the time deposits actually represent commercial 


TABLE VII 


Ratios oF Time AND Totat Deposits rn ALL BANKS, 
JUNE 30, 1918-31 








Tre DEMAND Tora. RaTIo oF 
Deposits Deposits Deposits Time To 
Tora 
DeEposits 
Millions of Dollars (Per Cent) 








1918 3395 10,754 14,149 24 
1919 4,344 13,925 18, 269 23. 
1920 5,911 15,744 21,655 27. 
1921 6,367 13,881 20,248 
1922 7,175 15,065 22,240 
1923 8,378 15,196 23,574 
1924 9,204 16,329 25,533 
1925 10,381 17,882 28,163 
1926 11,173 18, 381 29,554 
1927 12,210 18,842 31,052 
1928 13,439 18,437 31,876 
1929 13,325 18,611 31,936 
1930 13,812 19,597 33409 
1931 13,515 17,255 30,770 
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accounts classified as time deposits because of the lower reserve re- 
quirement, they are operating in the opposite direction, and in- 
crease the expansion possibilities of the system. Actually, these 
deposits have been recognized as investment funds by member 
banks and used as such, but with many of the additional safe- 
guards of specialized savings banks removed. 

During this period (1914-31) bankers felt warranted in treating the grow- 
ing proportion of the total deposits consisting of time or savings accounts to- 
gether with their proprietorship capital as semi-permanent funds available 
for making loans and investments of longer duration and less liquidity than 
those of a strictly commercial character.2’ 


7 J. W. Bell, “Recent Changes in Banking,” American Economic Review Suppie- 
ment (March, 1932), p. 200. 
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Should the recommendations of the Committee on Member 
Bank Reserves be accepted and a uniform minimum reserve of 
5 per cent be required against all deposits, banks might find it 
necessary to reduce the interest rate paid to savings accounts and 
so increase the attractiveness of regular savings banks for the de- 
positor. However, if the recommendations are accepted the ex- 
pansion possibilities of the Federal Reserve System will undoubt- 
edly undergo some change. What this change will be is impossible 
to determine at this time. 

The decrease in vault cash holdings has been adequately com- 
mented on by the same committee of the Federal Reserve Board. 
Their finding is briefly summarized: 

By making progressive economies in their use of vault cash at a time of 
rapid increase in their deposit liabilities, member banks were able to reduce 
their cash holdings to less than 3 per cent of their net demand plus time de- 
posits by 1919, to less than 2 per cent by 1924, and to less than 1} per cent 
by 1930 In New York City member bank holdings of vault cash in 
June, 1930, were equal to three-fourths of 1 per cent of their net demand plus 
time deposits and to less than 1 per cent of their net demand deposits alone.* 


Some of this reduction is due to the use of checks for wage pay- 
ments, and the growing use of checks by the public in general even 
for small payments.*® Some of it is due to the decreased use of 
cash for settlement of balances at local clearing-houses. The larg- 
est single factor, however, is probably the desire to keep till money 
at its absolute minimum so long as vault cash does not serve as re- 
serves. There is no reason to believe that this trend will not con- 
tinue when the present situation is past. With airplane deliveries 
of cash to hard-pressed banks an actuality during the runs of the 
past two years, and increased speed possible in the more ordinary 
means of transportation, the outlying banks which at present hold 
relatively large amounts of vault cash may be led to reduce their 
holdings considerably. Any movement in this direction will free 
gold in the Federal Reserve vaults now held against Federal Re- 
serve notes outstanding and increase the expansion possibilities. 

% Federal Reserve Board, Report of Committee on Bank Reserves, p. 11. 

39 The tax on checks has reversed this tendency and some of the so-called ‘“‘hoard- 
ing”’ may be due to the decrease in the use of checks for small payments, necessitat- 
ing increased hand-to-hand currency. See ‘““The Check Tax,” American Bankers As- 
sociation Journal, January, 1933, p. 28. 
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8. CONCLUSION 


The wide range of the coefficients of incremental expansion 
since 1918 indicates that there is no single coefficient of expansion. 
The special circumstances of each cycle determine the amount of 
possible expansion. Of the factors limiting the possible expansion 
the most important is the ratio of currency to deposits in the cir- 
culating medium. This ratio of currency to deposits is, in turn, in- 
fluenced by a changing price level. Even in the expansion of 1928- 
29, which is characterized by a smaller total of circulating medium 
at the peak of the cycle than in the trough, the ratio changes with 
the movement of the cost-of-living index. 

The application of this relationship to the theory of business cy- 
cles is beyond the scope of this paper. We may suggest, however, 
that other writers” have seen in the changing ratio of currency to 
deposits during the progress of a cyclical expansion the chief fac- 
tor which forces contraction of bank loans just as the peak of busi- 
ness activity is reached. Under a banking system with many inde- 
pendent units, all actuated by a profit motive, the expansion of 
loans and investments to the limit set by reserves is understand- 
able. The favorable conditions which banks find at first, when in- 
creasing deposits and rising business stimulate confidence and 
bring currency out of hoards, does not continue indefinitely. Ris- 
ing prices create a demand for additional hand-to-hand currency. 
Banks which are extended to the limit are called on for increasing 
amounts of currency which can be met only by borrowing at the 
Federal Reserve Banks. But continuous borrowing is discouraged, 
and the individual banks contract loans to reduce their indebted- 
ness at the Reserve Banks. It is in this initial contraction that the 
seeds of a crisis are sown.” 

The influence of hoarding on the expansion coefficient has re- 
cently been emphasized by newspaper advertisements, street-car 
placards, and proclamations. The American citizen was being 
made “hoarding conscious’’; he was told to be patriotic and to put 
his hoarded currency into circulation and create five dollars of 
credit for every dollar of currency he puts in the hands of his bank- 

* Alvin H. Hansen, Business Cycle Theory (Boston, 1927), chap. vi, especially 
PP. 137-50. 

“ R. G. Hawtrey, Good and Bad Trade (London, 1913), p. 266. 
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er. Actually, the banks were hoarding as desperately as the indi- 
vidual who hides his savings in a tin can. The paradox of which 
most banks were guilty, a sign in one window urging the public 
not to hoard, and in another, a statement of excessive liquidity, 
was not generally appreciated. The fault is not with any single 
bank, but with the system. The individual bank feels it must 
maintain enough cash on hand to meet any unusual demand, and 
is justified in taking any steps to prevent a run. And so the ratio 
of currency to deposits increased and the coefficient of expansion 
decreased, pari passu. 

In the excessive hoarding both by banks and the public which 
marked this cyclical downturn is the basis for a generous expan- 
sion in the next revival. The money in circulation during March, 
1933, reached the highest point in the history of the United States. 
With a wholesale price level less than 60 per cent that of August, 
1929, there must be a tremendous stock of money in safety boxes, 
stockings, bank vaults (and tills, too) which will be unnecessary 
when once confidence returns. As deposits increase and the bank- 
ing situation is tranquilized we may expect large amounts of this 
excess currency to be retired from circulation. The coefficient of 
incremental expansion for the next cycle may therefore be much 
larger than ever before, for as deposits expand there may be an 
actual decrease in the currency outstanding, as hoarded paper cur- 
rency is deposited for the interest it earns. 

It is clear that the expansion possibilities of the Federal Re- 
serve System cannot be described by a coefficient derived from the 
limited experience of a single period of expansion. One may pre- 
dict the coefficient of incremental expansion with more accuracy 
by studying the coefficient of average expansion at the beginning 
of the period of expansion, together with the factors which have 
determined it. 

STANLEY IRVING POSNER 
THE BROOKINGS INSTITUTION 





ECONOMIC HISTORY AND THE ECONOMIST" 


ic history of Europe has found a very competent surveyor and 

synthesizer in the author of this two-volume compendium. The 
enormous mass of monographic material has been digested and pre- 
sented in a manner to enable the student to seize the important facts 
connected with the economic life of Western Europe. To date, this is 
the best handbook on the subject, and an English translation of this 
valuable work would be a great service to the English-speaking econ- 
omist who does not find his way about in German. 

The work is divided into four books, covering the following periods: 
Early Middle Ages (from Caesar to the eleventh century); Later Mid- 
dle Ages (twelfth to fifteenth centuries); modern times (sixteenth to 
eighteenth centuries) ; and the period from 1789 to 1870. Each book is 
preceded by a general introduction summarizing the characteristics of 
the period; and then follow sections dealing with agricultural condi- 
tions, industry, commerce, communication, money, credit, and, in the 
later periods, also with population and consumption, commercial policy 
and colonies, capital and capitalism, and the rise of the factory system. 
Special sections within each book discuss the economic development of 
England, France, Germany, and, when necessary, Italy, Spain, and 
Austria. 

The general point of view of the work may be described as more akin 
to that of Sombart than anyone else, although the author accepts none 
of the more questioned of Sombart’s conclusions. Throughout he fol- 
lows the leading authorities on the numerous subjects discussed and 
gives a balanced and judicious account of the main facts based upon 
very wide reading and with an imposing apparatus of quotation and 
reference. Partly owing to the fact that German contributions to eco- 
nomic history loom largest among scholarly contributions to the sub- 
ject in the last fifty years and partly also, perhaps, because of the great- 
er ease and accessibility of German material to a Russian scholar (the 
author is professor at the University of Leningrad), his chief reliance 
seems to have been upon German sources and materials; and he has 


Te rapidly accumulating information concerning the econom- 


* Josef Kulischer, Allgemeine Wirtschaftsgeschichte des Mittelalters und der Neuseit 
(Munich and Berlin: R. Oldenbourg, 1928, 1929), Vol. I, pp. x+351; Vol. II, pp. 
xi+553. 

379 





380 MAX S. HANDMAN 


given most emphasis to the problems which have been raised by Ger- 
man scholarship. The periods which receive the best treatment at the 
hand of Professor Kulischer are the Middle Ages and Capitalism, be- 
cause their character makes them more unified than the period which 
divides them. In Europe, and particularly Western Europe, the ma- 
norial system, the guild system, the development of city life, interna- 
tional commercial and financial organization, the unifying action of the 
church and of feudalism, tend to give to the Middle Ages that appear- 
ance of unity lacking until the rise of modern capitalism. With the fac- 
tory system and business enterprise, economic life again begins to ac- 
quire a large degree of unity, this time given to it by the gradual spread 
of these two fundamental factors. 

As the chief economic characteristic of the Early Middle Ages, Ku- 
lischer accepts Biicher’s concept of the household economy, without 
being dragged into the controversy usually raised by that concept, on 
the assumption that while it does not tell the whole story it tells more 
of it than any other single concept. A break in this economy presum- 
ably comes with the Crusades, which he accepts as the dividing-line 
between the Early and the Later Middle Ages, although it is difficult to 
find much specific evidence of the influence of the Crusades on the eco- 
nomic life of Europe. 

The mooted and hotly debated problem of medieval land-holding is 
here presented in a much more illuminating perspective than is usually 
the case. Kulischer stresses the fact that ownership did not have the 
significance in the Early Middle Ages which it assumed later, owing to 
the predominance in the earlier period of pasture over agriculture and 
the existence of large tracts of free land. Ownership began by being 
vested in the group as a whole without involving common cultivation— 
or any form of communistic economic organization—since periodic re- 
distribution of land is not inconsistent with private cultivation and the 
possession of slaves. The village community maintained itself even af- 
ter the appearance of the manorial system, the two living side by side, 
the lord of the manor gradually acquiring greater rights than any single 
person and ultimately greater than all of them together; the process of 
feudalization resulted, not in the complete disappearance of the free 
peasant, but rather in the development of a whole series of economic 
gradations based on land ownership. In the field of industry there is, 
as yet, little need for the skilled craftsman, the itinerant workers from 
Italy and Byzance satisfying all the existing need outside of the mon- 
asteries. 
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As regards commerce, Kulischer points out that up to the twelfth 
century it played a comparatively unimportant réle and that the large 
quantities of coins discovered in various places are not necessarily an 
indication of heavy commercial activity. The great commercial centers, 
the market places, were those places to which pilgrims were attracted 
because of some sacred relic; and therefore the church early acquired 
control over the markets and the fairs which developed out of them. 
The period of the Later Middle Ages, again following Biicher, Kulischer 
characterizes as the period of city economy, an economy composed of a 
series of areas economically dominated by a city, while at the same time 
a larger number of economic activities are carried on between cities at 
some distance from each other. Agriculturally, this period is charac- 
terized by the decline in land-holding by the king and the church and 
the rise of large feudal landholders, among whom are found great num- 
bers of bailiffs and managers of royal or lordly estates who have ac- 
quired knighthood and power—a class of nouveaux riches. The increas- 
ing resort to buying instead of local (home) production compelled a 
greater resort to money and induced the gradually increasing commuta- 
tion of feudal services and dues for money, with the inevitable conse- 
quence of greater freedom for the peasant. This was also helped by the 
opening up of new land; by the Black Death and other less extensive pes- 
tilences, which made labor scarce and enabled the peasant to ask for 
better conditions; and by the influence of the nearby city as a place of 
refuge from manorial oppression. In this connection he tries to explain 
how under such conditions of general improvement there begins a series 
of peasant revolutions, caused by the effort of the lord to nullify the 
economic gains of the peasant. The ultimate result of all these revolu- 
tionary efforts is to leave the peasant at the end of the Middle Ages 
better off than he was before. 

In spite of the fact that this period was characterized by city life and 
city economy, the size of these cities is modest enough. London num- 
bered 35,000-40,000 people. Florence is said to have had 90,000, but 
most of the cities had populations of between 5,000 and 15,000 souls. 
Population was sparse because infant mortality was high, epidemics 
frequent, and the proportion of men to women 1,000 to 1,200. The 
origin of the guilds is placed in this period rather than in the earlier, and 
the complex problem of the causes for guild organization is discussed 
fully. Kulischer thinks that the guilds originated in the free initiative 
of the workers, perhaps after the pattern of the early tribal organiza- 
tion, the chief purpose being the protection of their economic interests, 
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the demands of sociability and religion being subsidiary. As to their 
organization, he ignores neither their idealistic character nor their nar- 
rowly monopolistic policy. It is surprising that he accepts the long 
hours of work which the documents indicate as characteristic of the 
period, without warning a modern reader that an hour of work in a 
medieval shop and an hour of work in a modern machine and time- 
controlled shop or factory are two different things. In this period is 
seen the beginning of mining on a large scale, with the transformation 
of the former worker-owner into a wage worker, owing primarily to the 
greater need for capital in the exploitation of mines. The same greater 
need for capital brings into prominence the international (chiefly Ital- 
ian and Hanseatic) merchant-banker, who, helped by the money needs 
of kings and nobles, now begins his picturesque career. But it is mis- 
leading to say that the medieval banker was recruited from among 
princely families. The Medici were certainly not a princely family 
when they acquired their great financial standing. It was their eco- 
nomic power which brought them political ascendancy and, with that, 
princely honors. 

Along with a very interesting account of the goods forming the con- 
tent of medieval commerce, an attempt is made to indicate statistically 
its size by making use of Shulte’s estimate of the relations of the trade 
over the St. Gotthard during this period to the trade of the year 1831. 
This relation is as 1 to 3.2. But such a comparison is misleading, since 
it is not indicated what relation the St. Gotthard trade had to the total 
trade of the respective periods. Similarly, it is dangerous to stress the 
trade carried on by the various companies of merchants, which may 
loom bigger in the surviving documents than it did in fact. More en- 
lightening is the account given of the system of transportation and com- 
munication and the money and credit instruments which this period 
utilized—important only as consumption loans to cities, princes, and 
bishops and to a smaller extent to the lesser nobility. 

The description of the third period begins with a history of the demo- 
graphic changes of the period, a novel and welcome innovation, because 
here we have the first summary of the information available on the sub- 
ject of population growth and density, span of life, migrations, wars 
and epidemics, and population policies, supported by as much statisti- 
cal evidence as is available on the subject. He also attempts to give us 
something of a picture of the consumption habits of the period, scanty 
as the material is on this very interesting subject. When he deals with 
agriculture and land-holding, however, one wonders why the agricul- 
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tural experience of Holland, the most outstanding of the period, is dis- 
missed with a few sentences from Thorold Rogers. Similarly, one fails 
to find a differentiation between the inclosure period in England in the 
sixteenth century and that of the eighteenth century. 

In discussing the age of mercantilism, Kulischer follows, in the main, 
Schmoller’s conception of its nature. To this the reviewer wishes to 
take exception. The mercantilistic state and the medieval city were 
two different institutions in spite of the fact that they resorted to some 
of the same practices and had some of the same motives. The city was 
interested in defending its economic interests; the mercantilistic state 
was interested in strengthening its military power. Importation of 
manufactured goods was prohibited by the city for monopolistic rea- 
sons; it was prohibited or taxed by the state for bullionistic or fiscal 
reasons. The mercantilistic state did not copy its policy from the city; 
it developed it independently, and often the two policies existed along 
side of each other. The economically significant thing about mercan- 
tilism is not, as Schmoller insists, the creation of a politically and eco- 
nomically united organism for its own sake, but the effect of the mer- 
cantilistic state’s military activities upon the creation of a new market 
large enough to result in revolutionary changes in the textile industry, 
in the metal trades, in the transportation system, and in banking or- 
ganization. In the textile industry the demands of the new market 
bring about a break between production and control over it by the pro- 
ducer, resulting in the unique phenomenon of a capitalistic revolution 
taking place in the open country where most of the workers under the 
domestic system were operating. But it is a mistake to consider the 
changes taking place in textiles and partly in some forms of leather and 
metal trades as characteristic of the entire industrial system. That sys- 
tem continued to live under handicraft and guild conditions. The com- 
petition with the domestic system and the centralized manufacturing 
was making deep inroads into the guild structure, but it is misleading to 
say (II, 146) that the factory of the seventeenth to eighteenth century 
formed the transition to the factory of the nineteenth. There is no con- 
nection between these either in time or space, which Kulischer himself 
realizes farther on (II, 163). 

The question of the decay of the Mediterranean ports, Venice and 
Genoa, is discussed in the light of the modern point of view, which re- 
jects the earlier assumption of their immediate decline after the fall of 
Constantinople. The Italian commercial cities continued to be impor- 
tant until well into the eighteenth century; but their relative position 
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declined, since northern merchants were allowed to compete with them 
in southern waters. Venice and Genoa did not decay, nor grow smaller; 
the Atlantic ports grew larger. In the case of the Hanseatic League, 
however, there seems to have been a decided shrinking of their economic 
activity, because their former customers were now able to supply their 
needs of foreign goods by direct importation. The explanation of the 
rise of Antwerp, and later of Amsterdam, as resulting from the discov- 
ery of the new trade routes leaves one unconvinced, since trade routes 
do not make customers, and the increase of Antwerp’s trade must have 
had a market foundation which is not disclosed. 

The forms of commerce underwent comparatively small change in 
this period with regard to the specialization of the goods carried and the 
distinction between wholesale and retail. The fairs seems to have dis- 
appeared in Western Europe although not in Germany, where their im- 
portance seems to have increased. We are left, however, with a rather 
hazy picture of what happened to commercial organization during this 
period, and it is still necessary to rely upon the account given by Som- 
bart, who is liberally quoted in this chapter. Much the same thing is true 
with regard to the discussion of the overseas trading companies, al- 
though Kulischer points out very clearly the difference between the 
medieval commenda and the trading companies of the sixteenth to the 
eighteenth century. He is also careful to point out the mistake in think- 
ing of these trading companies as modern stock companies. We are giv- 
en some phases of their activity and many examples of their ruthless- 
ness, but we are not told the manner and extent to which European eco- 
nomic life was modified by their activity; and no mention is made of the 
significant American trade which loomed large in the economic life of 
Spain and England. The exchanges, however, particularly those of 
Bruges, Antwerp, and Amsterdam, are described fully; and a satisfac- 
tory account is given of the Bubble period both in France and in Eng- 
land. The whole confused mass of information on the monetary experi- 
ences of the great European nations is equally clearly presented, with a 
side remark on the price revolution in the sixteenth century, which is 
accounted for on purely monetary grounds. The discussion on banking 
shows how the lack of an adequate banking system made it difficult or 
impossible for the accumulated savings to find any income-bearing in- 
vestment because merchants refused to do business with borrowed cap- 
ital for fear that “their credit would suffer” if it were generally known 
that they resorted to borrowing. Banks therefore found themselves 
with bloated assets and compelled to charge exorbitantly for their serv- 
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ices when they were called for. This explains the contradiction which 
appears when one puts into juxtaposition the capital begging for invest- 
ment on page 353 and the shortage of capital recorded on page 402. 
Capital was not available for industrial and business purposes but was 
available for investments in banks controlled by governments, or for 
investment in land mortgages. But the picture of credit conditions in 
this period is drawn altogether too darkly. Kings and noblemen de- 
faulted on their debts, but a credit structure of considerable dimensions 
must have been built up; the very size and frequency of the defalca- 
tions are indications of a system vigorously operating. As to credit in- 
struments and credit practices, this period is full of complaints against 
easy credit, which is as much of an indication of the lack of credit mores 
as of the unusual extent to which resort was had to credit. Regarding 
the means of transportation, we are given a very colorful account of all 
the dangers and vicissitudes which travelers had to undergo by land 
and sea. Yet one wonders at the legitimacy of a description which pre- 
sents a situation in terms of its exceptions, even though these may 
make up 20-30 per cent of the situation. A very wide fringe of danger 
and uncertainty there undoubtedly existed, but the core of a gradually 
widening extensive and intensive commerce needs more emphasis than 
its margin. An insurance rate of from 1} to 5 per cent certainly indi- 
cates that the risks were not as great as he takes them to be. 

Out of all this economic activity somehow there develops the phe- 
nomenon of capitalism, conditioned by the gradual accumulation of 
large amounts of capital. This capital comes from overseas trade and 
robbery. Holland and England are the reservoirs into which it ulti- 
mately flows and it is this capital accumulation which gives these two 
countries their economic pre-eminence in the seventeenth and eight- 
eenth centuries. The answer to the question: “Why did not the plenti- 
ful supply flowing into France result in a similar economic pre-emi- 
nence?” is answered incidentally by calling attention to the fact that 
the aristocratic standard of living of the French money-owning, money- 
receiving classes prevented them from utilizing this money for indus- 
trial purposes, their preference being for state offices or landed estates. 
Hence French industry had to resort to state support while Dutch and 
English industry relied upon private capital. The answer is sound, and 
it is deserving of a fuller treatment than 19 lines (II, 406). This greater 
accumulation of capital in England and Holland was helped by the atti- 
tude toward money and economic activity which is associated with the 
Protestant religion, a line of causal relationships which Kulischer ac- 
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cepts from Weber and his school and which he tries to synthesize with 
Sombart’s concept of the “bourgeois” virtues and attitudes: sacred- 
ness of contract, thrift, promptness, and hard work directed toward 
economic ends. In spite of the brilliant work done by Weber and his 
followers on this problem, the reviewer still remains unconvinced as to 
the primacy of the causal connection between capitalism and Protes- 
tantism, although as a subsidiary factor the connection is much more 
tenable. 

Coming to the period 1789-1870, Kulischer remarks that it would be 
more proper to call this a transition period to capitalism rather than to 
assume that the Industrial Revolution ushered in full-fledged a system 
which has forced its way into our economic life to ultimate domination. 
The characteristics of this transition period are found to consist in a 
great increase in population; a different agrarian organization; a great 
improvement and increase in agricultural production through the ap- 
plication of more rational and scientific methods; the disappearance of 
the guilds; and the introduction of machinery. This hackneyed subject 
is presented with a considerable degree of freshness, but one wonders 
why the entire progress of mechanics and chemistry should be ignored 
and textile machinery and the steam engine should stand as the only 
representatives of the Industrial Revolution. The discussion on real 
wages, however, is a little confused, and Kulischer is not justified in 
claiming that in England they declined severely (erheblich) down to 
1861. Layton (An Introduction to the Study of Prices, p. 151) has made 
out a case for a definite increase from 1790 to 1873. The changes in the 
structure of business are rather scantily sketched; one misses, in par- 
ticular, a discussion of the grain trade between Eastern and Western 
Europe, which has had so many economic and social repercussions in 
the East. The development of railways and steamships is described, 
but no mention is made of the telegraph. The banking experience and 
experiments of England, France, Germany, and Austria are passed in 
review, as well as the rise of stock companies and stock speculation; 
while foreign investments, which assumed such great proportions dur- 
ing this period, are dismissed with a page devoted to the Rothschilds. 
In the main the period 1789-1870 gets only a very sketchy account of 
its economic development, drawn in broad strokes in keeping with the 
author’s intention, who calls this section ‘‘a general survey.” 

In the face of so much that is excellent in this performance, the rich- 
ness of detail, the mastery of such an enormous mass of information, the 
balanced judgment as to what is to be included and what is to be left 
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out, it seems like cavil to raise questions of fundamental purpose and 
method. But such questions are forced upon us by the author himself, 
whose work is shot through with open and implied statements as to the 
meaning of his material. When rejecting Sombart’s fundamental con- 
cepts, he definitely states his purpose by saying that he is concerned 
with “the characterization of each period, with the bringing into relief 
of the traits important at any particular time” (II, 1). One who takes 
this statement seriously is bound to ask what standard the author uses in 
deciding upon the “characteristic” or the “important’”’ traits. This 
question of method and procedure is particularly to the point for an 
economist to ask, because the pressure has been upon him in recent 
years to pay more attention to the facts of economic history; and he is 
therefore justified in asking whether economic history is just so much 
more information with which he is expected to burden himself, or 
whether it is that vague something called “background” which so many 
writers put in the front of their books, and which so many readers for- 
get to read or promptly forget when they do read it. Whatever may be 
the historian’s use for economic history, certainly the economist must 
seek in it the means to enable him to frame a more tenable, or more 
lucid, or more comprehensive, explanation of economic phenomena 
than would be possible without its aid. And if that is the case, then 
does a work like this help him in this task? The answer must be that 
—alas!—it does not help very materially. 

The economist is interested in the manner in which, at a certain 
given time (and place), human beings organize their activities in order 
to produce economic goods and services exchangeable between each 
other on an acceptable basis called “price.’’ He is also interested in 
finding out how human beings live at such other times and such other 
places when their wants are satisfied without any, or without substan- 
tial, recourse to such an exchange of goods and services, but interested 
only in so far as it throws some light, by contrast or by disclosing the 
trend of evolution, upon the processes of exchange and price. The tra- 
ditional attempt at understanding economic life has centered around a 
rather subtle analysis of the mechanism of human wants, which mecha- 
nism, operating through the instrumentality of price measurements, in- 
duces human beings to engage in various economic activities and to bal- 
ance one activity against another, with an “economic system”’ result- 
ing from these activities. Criticism has been leveled against this tradi- 
tional explanation on the ground that this mechanism of human wants 
has not always operated in terms of price measurements, that, in fact, 
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it has operated so only in a relatively small (but gradually increasing) 
area and over a very short period of time; and that therefore the at- 
tempt to interpret the economic organization which has existed over 
the largest part of the world and over the longest period of time cannot 
be made in terms of the price system. Assuming that the economist is 
willing to accept this criticism, he now asks the question: What eco- 
nomic system has prevailed over the longest period of recorded time 
over that part of mankind which now is living (or coming rapidly to 
live) under the price system? For an answer he turns to the historian; 
and in this book we find the best answer so far given, and it amounts to 
this: 

In the last nineteen hundred years (from 40 B.c. to 1870 A.D.) the 
economic life of Western Europe has been marked off into four definite 
periods. During each of these periods men engaged in agriculture, com- 
merce, industry, banking; they built means of transportation, and they 
were also engaged in appropriating for themselves the goods and serv- 
ices belonging to others, in addition to buying and selling these goods 
and services. The difference between one period and another is that 
men were at first few in number and later they got to be many; at first 
they produced little and later they produced much; at first they trans- 
ported goods slowly and later more rapidly; at first they made little 
use of money and later they made extensive use of money in their trans- 
actions; at first they borrowed little and later they borrowed much; at 
first they were unspecialized producers and later they became special- 
ized—craftsmen and merchants; at one time the workers were econom- 
ically bound and later they became free. Throughout all this stream of 
change we are given dates when things happened; and we are also told 
at various times how much more numerous they became at one time 
than another, how much more they produced and transported, how 
much more money they used and borrowed, and how much freer they 
were at one time than at another. But the economist stands puzzled be- 
fore all this array of information, quite at a loss to know why there was 
so much more banking and credit at one time than at another, why the 
workers were freer, or why there was more specialization. The historian 
is afraid to tell him because he would be involving himself in “causal” 
explanations and thereby would lose his scientific objectivity. And yet 
the historian has it in his power to answer such questions, without get- 
ting himself mixed up in the much feared “‘interpretations,”’ by simply 
making use consistently of the historian’s supreme measuring-rod : time 
sequence and its divisions. 
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Taking as a specific instance the work under review, one asks why a 
historian should lump together three hundred years under one general 
heading called the “modern period,” and then proceed to break up 
what he has just put together (if only by label) and give us a series of 
occurrences in agriculture and another series in commerce, and another 
series in industry, by jumping from country to country, from century 
to century. On one page (II, 353) we get an account of the use of 
capital in 1614, and seven lines lower, another account of its use “‘in the 
eighteenth century.” On another page (p. 275) we learn of the Wiener 
Kommerzial-, Leih- und Wechselbank of 1787; and the next sentence 
speaks of the Fuggers and the Welser of the sixteenth century. It would 
be a useless task to give further instances of this procedure; it is the 
procedure commonly followed in economic history even when the dates 
are not reversed and the jump is made forward and not backward. The 
historian who in his monographic work is so meticulous about dates and 
places forgets all about them when he comes to write a synthetic work. 
If it is important to know what happened in 1740, it is equally impor- 
tant to know what happened in 1750, even if nothing happened—that 
is, nothing different from what happened in the previous decade—if 
that is ever the case. It is only by knowing what happened from one 
point of time to another that one can obtain a sense of sequence, and 
from that sequence deduce (not without much labor and risk) a process 
of emergence or correlation in which every social scientist is primarily 
and fundamentally interested. 

But this time sequence is still of not much significance if it is done 
in terms of certain functions and institutions standing by themselves. 
If is conceivable that a history of banking practices would be illuminat- 
ing for an understanding of economic organization in so far as certain 
banking practices at one time follow from banking practices at another 
time. Taken in the large, however, banking practices are not under- 
stood in terms of themselves, because they are functions of the whole 
economic (and political and religious) activities of a certain group at a 
certain time and place. Hence, accounts of banking and credit prac- 
tices and institutions of business practices and agricultural practices 
are just so many loose strings flapping in the wind. There is undoubted- 
ly a place for a history of banking and a history of business practice, 
and economists wish that they had them. But these by themselves do 
not make an economic history, because they do not enable the reader 
to understand how at any one time certain practices and institutions 
happen to come into simultaneous and connected existence. Not only 
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does he not know why they came into existence, he does not even know 
how they came into existence, because a sequence relating to the use of 
double-entry bookkeeping, which jumps from its invention in Italy in 
1434 to its introduction in South Germany in 1511, in Holland in 1608, 
in France in 1673, is utterly useless in enabling us to frame any coherent 
system of ideas on the subject of double-entry bookkeeping. The only 
way in which we can be made to understand the appearance of this new 
tool in Holland in 1608 is to see the economic life in Holland as a whole 
(or as much of it as can be presented) around the time-point 1608; and 
who is better able to show us that than the historian whose fundamen- 
tal technique consists in knowing exactly what happened at that par- 
ticular time? And if it is not important to know how and why book- 
keeping made its appearance at that time and that place, why mention 
it at all? This does not mean throwing the historian back upon the old- 
fashioned annalistic account of dates and places—a situation from 
which he is so glad and proud to have emancipated himself. It means 
using the raw material of time and place for the construction of a pic- 
ture of economic life which will call for all of his gifts of intellectual 
perspicacity and poetic imagination. A cross-section of a whole system 
of economic behavior at any given time which places in juxtaposition 
what was happening economically, presented as a system of coexistent 
(if not interrelated) activities, will go a long way toward disclosing 
what is significant, by this very process of juxtaposition. It will also 
show significant forces of a non-economic character at work at that par- 
ticular time, which forces have such an important influence in the emer- 
gence of new economic processes or institutions. A mere sequence of 
isolated events cannot help us understand the emergence of these 
events; the banking activity of the Fuggers cannot be understood in 
terms of the banking activities of the Medici, merely because the for- 
mer followed the latter. The economist wants to know what happened 
at the same time that history records the rise of the Fuggers, due credit 
being given to whatever the Medici might have had to do with the 
working out of a banking technique or policy which was taken over in 
part or in whole by the Fuggers. The important thing in connection with 
this new money power is, however, not the previous existence of the 
Medici, but a whole set of institutions which had nothing to do with 
banking, but to which banking is more indebted than to itself for the 
new life which it received. Any new economic function or institution 
must be seen against the background of the old economic system, for, 
unless we see it in this manner, we are apt to lose our sense of propor- 
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tion and forget that because an activity is new it is not universal and 
that the importance of the new is precisely in the proportion which this 
new form of economic activity bears to the old. In this manner the 
economist will understand the process of economic evolution, and the 
emergence of the price system, which is his chief concern. By present- 
ing the process of growth and development from time to time, the his- 
torian will be serving his purpose as well as that of the economist. The 
latter can in addition select out of this growth the particular set of in- 
stitutions with whose development he is concerned: but he must see 
the whole process before he can understand or select any part of it. 

But to return to this book. The economist who wants to go to the 
trouble—and it is a good deal of trouble—can glean from the enormous 
mass of material presented here enough which, when properly put to- 
gether, will give him some hints as to what the economic life was like 
out of which the present-day price system has emerged. He will also 
get some excellent accounts of certain forms of economic life in the past, 
and it is certain that on controverted points he will get a thorough mas- 
tery of the material available and a fair statement of the problems at 
issue. At the present state of knowledge, and with the prevailing atti- 
tude toward economic information by historians and economic histori- 
ans, this is the best treatise available. 

Max S. HANDMAN 
UNIVERSITY OF MICHIGAN 





HARDY ON FEDERAL RESERVE POLICY’: 
A REVIEW AND A COMMENT 


REVIEW BY MR. REED 


N THIS volume Mr. Hardy engages in a critical appraisal of 
Federal Reserve operations from 1922 to the present time. His 
sources of information are principally official documents, includ- 

ing the annual reports of the Federal Reserve Board, the Federal Re- 
serve Bulletin, and the hearings of various congressional committees. 
The chronological method is employed only in one early chapter. After 
this preliminary survey, however, the procedure is to subject Federal 
Reserve operations to certain specific tests or “standards,” and each 
standard is generally applied to the whole period before another test is 
set up. The major standards, according to the author’s classification, 
are money market stabilization, the maintenance of “sound credit” 
conditions, international co-operation, stock market control, regula- 
tion of the country’s gold resources, and commodity price stabilization. 
The minor standards are encouragement of the bill market, liquidity of 
commercial bank assets, facilitation of Treasury operations, and regional 
money market discrepancies. Under this schemology, the discussion of 
the major standards involves, for the most part, quantitative problems; 
whereas, on the other hand, there is a “relegation of discussion of most 
questions of qualitative control to Part III as minor issues.”’ 

Throughout a good part of his reading, the reviewer was somewhat 

in doubt as to the author’s accuracy in classifying certain of the stand- 
ards as major and others as minor. In the part dealing with major 
standards the author confesses much skepticism regarding the possi- 
bility of realizing the desired aims under even the wisest type of ad- 
ministration, and so the reader is led to predict that the final grand 
conclusion would be that a central banking system should confine its 
aims to such objectives as expediting the internal flow of credit and to 
improving the credit practices of member banks. But, in closing chap- 
ters, the author dissents from the view that such “qualitative” consid- 
erations as liquidity of assets are of great significance. Mr. Hardy ar- 
gues, for instance, that, if there is general credit pressure, the purest 
form of commercial paper cannot be liquidated and that (p. 329) “the 
* Credit Policies of the Federal Reserve System. By Charles O. Hardy. Washing- 
ton: Brookings Institution, 1932. Pp. xv+374. $2.50. 
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whole theory of the necessity of self-liquidating quality in bank loans 
is unsound.” And, previously (p. 311), the author holds: “The pri- 
mary concern of central banks is believed to be in the creation and 
maintenance of the right total amount of credit currency.” 

But what is the “right total amount of credit currency”’ that should 
if possible, be provided? In the author’s opinion, answer can scarcely 
be found in any such philosophy as is set forth in the Annual Report 
of the Board for 1923, and which the author discusses under the head- 
ing of sound credit conditions. For, to administer such a policy effec- 
tively the Reserve Board (p. 87) 
must understand the theory of the business cycle and be masters of the art 
of business forecasting The fulfillment of this dition does not, in 
the present stage of economics, seem to be practicable. The experience of the 
last few years does not encourage confidence in any sort of cycle analysis as a 
basis of public policy. 

The task would then seem to be that of finding a rule of guidance 
which would meet business cycle requirements with a reasonable de- 
gree of success without requiring the reserve administration to formu- 
late accurate analyses of the business situation. How can this be done? 

Perhaps the solution lies in observing commodity price movements. 
But commodity price stabilization receives from Mr. Hardy no cordial 
recommendation as a guide to policy. On page 219 we read: “The 
price level is not readily controlled by credit manipulation’’; and on 
page 220 we are informed: “the volume of credit outstanding is not 
susceptible of direct control.” Page 224 informs us that “the conse- 
quences of technological progress may involve creation of instability 
of productive activity”; and we learn from page 222 that “the policy 
of price stabilization is incompatible with the maintenance of the gold 
standard.” We must search further to find out how the things that 
must be done can be done. 

Mr. Hardy has, however, given us a hint of his own position on pages 
225-26 in his discussion of the legislative proposal which “would make 
stability of the wage rate of unskilled labor the sole test of monetary 
policy.” 

This [he says] would be an approximation to the stabilization of the prices 
of the factors of production, it would not involve stabilization against the 
price consequences of technological improvements or of the exhaustion of 
natural resources. 

In a later chapter, on page 319, the author argues: 

Stabilization of the value of the factors of production is in effect stabiliza- 
tion of prices against all changes which result from monetary causes. This 
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is really an attempt to keep the money “neutral” by watching certain prices 
which are free from the effects of changes in production technique 


On the same page, the author concludes: “I am in complete accord 
with the neutral money principle.” 

After having thus found the author’s dominant monetary philoso- 
phy, the reader then awaits the formula for putting it into effect. On 
the basis of the hint on pages 225-26 it would be expected that an 
attempt would be made to construct an index number of those prices 
which do not record technological changes, and that the wisdom of 
Federal Reserve operations during the period surveyed would be meas- 
ured against the standard to which the author thus gives allegiance. 
But no such attempt is made. The reader is left in the air, so to speak, 
and fails to find consolation in the fact that the destructive part of the 
author’s analysis is conducted with skill and insight. The reader’s 
yearning to have the author expose his own breast to darts as sharp as 
those he had directed against the enemy remains unsatisfied. 

This withdrawal from the field of controversy at the point where 
the battle rages the hardest is all the more disconcerting because other 
warriors remain to absorb the blows of those who refuse to do aught 
save engage in destructive criticism. Snyder still maintains that his 
formula of endeavoring to steady the annual growth of credit (starting, 
of course, at an appropriate moment of time) would go as far as is 
practicable to remove disturbances emanating from monetary factors. 
Whatever measure of confidence one may have in empirical methods, 
a believer in the doctrine of “neutral money” is certainly under obli- 
gation to pay some attention to Snyder. At least, this is true of books 
on the Federal Reserve System. No reference to Snyder’s work is to be 
found, however, in Mr. Hardy’s treatment. The neglect of the author 
to apply a “neutral money” formula is particularly disappointing to 
the reviewer because he believes that from a theoretical point of view 
the neutral money school is on the right track. 

With respect to his discussion of “sound credit” conditions, Mr. 
Hardy makes no clear distinction between the Board’s pronouncement 
in the Annual Report of 1923 and the System’s 1924 policy, in so far, 
of course, as the latter policy was not dictated by foreign developments. 
From many points of view these two policies were distinct and dissimi- 
lar. The program of permitting the credit volume to grow as long, and 
only as long, as corresponding expansions are taking place in produc- 
tion and trade (the 1923 pronouncement and a theory necessarily based 
on 1922 developments) was really born of inflation fears, and repre- 
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sented an attempt to find a point at which bank credit expansion 
should be resisted during a period of business recovery. The 1924 pol- 
icy, on the other hand, was an attempt to employ credit powers vigor- 
ously to resist depression, and developed from the opinion that the 
initiative of the Reserve banks has to be depended upon to secure the 
degree of credit relief that is then deemed desirable. The 1923 program 
argued for a close fit between the volume of credit and of physical pro- 
duction, whereas the 1924 efforts contemplated the creation of a tem- 
porary condition of redundancy. The adoption of the 1924 policy also 
involved either a change of thinking by those in control or some shift- 
ing of influence temporarily, at least, within Reserve administration 
councils. I personally believe the 1924 policy represented an exercise 
of power by another group than had been responsible for the 1923 
pronouncement. Very little published material is, of course, available 
regarding any such developments within Federal Reserve administra- 
tive circles. But bits of information would undoubtedly have been 
supplied Mr. Hardy had he chosen to seek for them. There are occa- 
sions in which it is impossible to reconstruct the atmosphere of a period 
by depending exclusively upon official reports and documents. In the 
reviewer’s opinion the reader wil! be confused by having the 1923 and 
1924 policies discussed under the one heading of “sound credit condi- 
tions.” 

With respect to Treasury influence, Mr. Hardy concludes (p. 282): 
“Since 1920 changes in rediscount rates do not appear to have been 
timed so as to facilitate Treasury borrowing.” A similar conclusion is 
derived with respect to the use of the System’s open market powers. 
The method of reaching these conclusions is to correlate, over a period 
of time, issues of Treasury obligations with Federal Reserve operations. 
In a spirit of due humility the reviewer does not believe that this pro- 
cedure touches upon the vital issue of the problem. The significant 
question regarding Treasury relationships is what influence, as a prom- 
inent party leader, the Secretary of the Treasury has exerted at crucial 
times upon Reserve policies. The procedure of the author does not en- 
able him to discuss the question whether the alleged lack of vigor of the 
Reserve banks early in 1928 in curbing the use of credit in security 
speculation may not have been due in some degree to party pressure 
to postpone any relapse in the security markets until after the fall elec- 
tions. 

The failure of Hardy to emphasize what I believe was a delicate ad- 
ministrative situation early in 1928 may be due, however, to his opin- 
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ion that the Reserve banks at that time really did undertake a vigorous 
program of credit restriction. He points out (p. 129) that for a year 
and a half (from 1928 on) “‘the market was subjected to strong pressure 
in an effort to curb the volume of speculation ” By formal and 
academic methods of procedure it is, of course, not at all difficult to 
arrive at the conclusion that the pressure was strong. For, from Feb- 
ruary 3 to July 13, the New York Reserve Bank jumped its rate three 
times by 4 per cent; and accompanying this procedure there were some- 
what extensive sales of government securities. Such facts make it easy 
to forget that in the same period there was an expansion of reporting 
member bank loans and investments of 778 millions of dollars. To com- 
pare the action of the Reserve banks at this period with that of other 
times (when there was little or no occasion for a policy of restraint) 
may justify the conclusion of the author. But, if one accepts the view 
that the restrictive measures of early 1928 should be conceived as the 
culmination of the policy begun in the spring of 1927 of easing the 
money market only temporarily, the author’s conclusion by no means 
follows. Governor Strong is understood to have foretold the danger 
that the easing measures of 1927 might help to overstimulate security 
market activity, and planned, after the immediate objectives were ac- 
complished, to reverse steps rapidly so that the healthiness of any sub- 
sequent stock market advance would be quickly tested. Many of those 
within the system who accepted his philosophy were insisting in early 
1928 that the discount rate should be increased by full 1 per cent, in- 
stead of by } per cent, jumps, and that sales of government’s securities 
should be of appropriate volume for such discount-rate action. Viewed 
from this standpoint, the policy of early 1928 (the last chance, accord- 
ing to the reviewer’s opinion to restore sanity to speculative activity) 
was decidedly mild and timid. The actual policy differed from the 
intended in maintaining pressure over a long period of time instead of 
relying upon hard and presumably short-term measures. Here again 
it would seem that the author could have benefited by breathing larger 
doses of the New York, as distinguished from the Washington, at- 
mosphere. 

The reviewer obtains much the same type of reaction in reading Mr. 
Hardy’s chapter on the “Efficacy of the Reserve System’s Technique.” 
If one takes the position that there was no belated timing of the 1927 
easing program, and that the Reserve banks’ curbing efforts early in 
1928 were really vigorous, he is inevitably driven to the conclusion 
that the Reserve banks’ powers to direct the use of credit were, and are, 
insufficient. There are those, however (and the reviewer is one), who 
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hold that it was the lack of adequate timing and sufficient vigor in the 
curbing efforts which enabled speculative demand for credit to get out 
of hand, and that the criticizable points of Reserve policy relate to im- 
proper timing and inadequate vigor. To give the Reserve banks more 
power than they now have to direct the use of credit would make the 
system a football in politics, in that it would be held responsible for 
too many of our economic ills. But, with Reserve bank powers as they 
are, the important questions must frequently involve the timing aspect. 
Since policy is likely to be deficient in this respect, I have always 
argued that such easing policies as those adopted in 1927 should be 
undertaken only with the greatest of reluctance. The later counter- 
part to such ambitious policies, vigorous credit pressure, secures ad- 
ministrative support, when the necessity arises, only with the greatest 
of difficulty. 

The best compliment I can pay the author is to state that I have 
read his work with interest and attention. The book is informative, 
and carefully done, but I do feel that exclusive dependence upon offi- 
cial sources has warped the author’s interpretation of some of the most 
crucial periods. This criticism, of course, would not be fair if the author 
had not at his command the resources of such an organization as the 
Brookings Institution. But, as it is, the book is a thoughtful piece of 
work. 

Harowp L. REED 


CoRNELL UNIVERSITY 


COMMENT BY MR. HARDY 


I am glad to avail myself of the courtesy of the Journal, and of Mr. 
Reed, to comment on some of the issues which he has raised. 

a) I agree with Mr. Reed’s point that the classification of the stand- 
ards as “major” and “minor’”’ is not successful. It would probably have 
been better to have organized the material under some such heads as 
qualitative standards, quantitative standards, and miscellaneous 
standards. 

b) I do not think my position with regard to neutral money is indi- 
cated adequately by the statement that I conclude: “I am in complete 
accord with the neutral money principle.” This is not a concluding but 
an introductory statement, and is followed by a six-page discussion of 
the specific actions which, under different conditions, the neutral 
money principle implies. It is true that I do not arrive at a formula 
which will enable a central bank to use its control of money to prevent 
fluctuations in prices and business activity. This is not because I am 
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unwilling to expose my breast to the darts of the critic but because I 
have not discovered such a formula. 

c) It is true that I have not specifically referred to Snyder’s sugges- 
tion of a steady rate of growth of credit as a norm of policy. I have, 
however, on page 323, referred to Edie’s discussion of the same idea. 
If credit for priority belongs to Snyder I regret that I failed to give it 
to him. However, it is one thing to say that this formula “would go as 
far as is practicable to remove disturbances emanating from monetary 
factors” which is the position Reed attributes to Snyder; it would be 
quite a different thing to say that it would go far enough to justify its 
use as a guide to policy. It is clear, for instance, that if this test had 
been applied in 1928 it would not have suggested the policy which Mr. 
Reed believes should have been followed, but would have called for a 
rapid expansion of credit. As late as December, 1927, the Reserve 
Board was criticized before the American Economic Association for 
failing to keep the growth of demand deposits up to its normal trend. 

d) It is true that I “make no clear distinction” between the Board’s 
pronouncement in its Annual Report for 1923 and the System’s 1924 
policy. I do, however, on pages 78-80 argue at some length that the 
policies were not distinct and dissimilar. The fact that a different ac- 
tion was taken in 1924, a year of depression, from that taken in the 
spring of 1923, in the face of rapidly expanding business, does not of it- 
self mean that there has been a change of policy, for identical policy 
would not call for identical action under different trade conditions. 

Mr. Reed’s interpretation of the doctrine of 1923 implies that the 
System under this policy would play a purely passive réle, curtailing 
credit when business declines and expending it when business expands, 
just as it does with the seasonal fluctuation. As I have shown at length 
in the book under discussion, some parts of the Annual Report of 1923 
do seem to carry this implication, but the weight of argument seems 
to me to favor a different interpretation. The question whether the 
adoption of the 1924 policy was accompanied by a shifting of influence 
within Reserve administrative circles is irrelevant if the policies are 
consistent. 

e) Mr. Reed’s criticism of my analysis of Treasury influence does not 
touch the accuracy of my conclusions, but suggests the desirability of 
discussing an additional problem, namely, the extent to which the Fed- 
eral Reserve Board has been influenced by party pressure. The connec- 
tion of this question with Treasury relationships is accidental, the 
Secretary of the Treasury being only one of the many channels by 
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which administration views may reach the Board. Possibly it would 
have been worth while to put into the book a chapter on political influ- 
ences, and particularly the extent to which Federal Reserve policies 
were intended to assist presidential candidates in 1924 and in 1928. 
My conclusion was that no such study was justified, either by the im- 
portance of the issue or by the probable quality of the evidence. 

Points (d) and (e) above both involve a basic issue of methodology. 
Mr. Reed is interested in the personal and political side of Reserve Sys- 
tem history, while it has seemed to me better worth while to concen- 
trate attention on economic policies and economic results. Mr. Reed 
criticizes my dependence on official sources, but he does not question 
the accuracy of the statements of fact which I have drawn from those 
sources. It is chiefly in regard to motives that he finds the book disap- 
pointingly silent. I still do not believe it would have been worth while 
for me to collect and sift the vast mass of gossip which floats about 
Washington and New York relative to the beliefs and motives and the 
personal interrelationships of the large number of individuals who have 
played a part in System policy. 

f) With regard to the credit restriction of 1928-29, the issue is one of 
judgment, there being no disagreement as to what happened. Mr. 
Reed thinks the pressure applied in the first half of 1928 was too mild; 
I think it was more vigorous than was justified by the circumstances 
then apparent. One minor point may be noted, however (if I may ven- 
ture once more to attempt a distinction between major and minor 
issues). Mr. Reed thinks that Governor Strong would have favored 
measures vigorous enough to test the healthiness of the stock market 
movement. But what he himself apparently favored was action vigor- 
ous enough to break the market. It is one thing to test the healthiness 
of a movement, and another to correct a condition prejudged to be un- 
healthy. If the healthiness of the movement was not /eséed by its abil- 
ity to sustain itself for a year and a half with no expansion of Federal 
Reserve credit whatever (remember that the Edie-Snyder formula calls 
for a normal growth of 4 per cent a year), I do not see that the measures 
which Mr. Reed advocated would have furnished such a test. What 
they would have tested would have been the ability of the Reserve 
System to break a market, given inflexible determination to do so at 
any cost. 

Cartes O. Harpy 
Brookincs INSTITUTION 





REJOINDER TO PROFESSOR OGBURN’S REPLY 


The following remarks explain why, with all due respect to Professor 
Ogburn and all due admiration for his reply, I do not feel it necessary 
to retract my main criticisms. 

If, as Professor Ogburn himself authoritatively states, one-tenth of 
the space of the Trends is occupied with tables, and if, as every reader 
of the volumes can see for himself, the greater part of the space remain- 
ing is filled with descriptive comments on the tables, is not that a suffi- 
cient reason for my calling the work predominantly quantitative? 

The point, however, is not the quantity of figures and tables. I have 
no such “feeling against statistics” as Professor Ogburn attributes to 
me. My criticism is directed against “quantitative measurement”’ 
where it is out of place; against tables of data which either are mislead- 
ing, irrelevant, or meaningless, or are presented as “findings” when in 
fact they are reprints of well-known facts. In my review I have shown 
that many of the figures and tables in the Trends belonged to one or 
another of these types. To answer this criticism by ascribing to me a 
“feeling against statistics” is to shoot over the mark without touching 
it. 


Professor Ogburn likes to consider himself a scientist and to de- 


” 


scribe all those who disagree with him as “intellectuals,” “social phi- 
losophers,” and “‘poets.”’ This is the main tenor of his reply. Leaving 
everyone complete freedom to assume any pose he likes, such argu- 
ments do not solve the main issue. Not the pose which an author takes 
determines whether or not his work is scientific and scientifically im- 
portant; this depends on the number of new discoveries and conclu- 
sions, their scientific importance, and the correctness and adequacy of 
the methods by which the findings are tested. 

Professor Ogburn admits that the Trends include a great deal of 
well-known material. Why, then, use the title “findings” for the mere 
transcriptions of such material which compose the bulk of these vol- 
umes? And why am I wrong in indicating what these “findings” really 
are? 

Professor Ogburn does not repudiate my contention that several 
conclusions in the Trends (such as those about the trend in inventions) 
have not been sufficiently tested, or are not borne out by the data. 
Again, my esteemed opponent does not reply at all to my criticism that 
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several of the new tables (e.g., that on “Attitudes”) are either mis- 
leading or meaningless. The same is true as to my remarks on the in- 
adequate method chosen for proving various hypotheses. 

Professor Ogburn does not properly meet my criticism that in several 
fields—for instance, in art—the authors evaded the issue, piling to- 
gether, instead, various incidental figures on “shells and shadows” of 
the phenomena studied. First, he refers to anonymous authorities (be 
respectful; 60 artists read the manuscript!), a procedure which he him- 
self, elsewhere in his reply, justly ridicules. Second, he, as well as the 
author of the study, excuses the writer’s dodging the issue, by saying 
that this is “not a study of American art” but of “anything that has 
given aesthetic satisfaction to a considerable group of people.” This 
is just the point. Far from being a study of art-phenomena in the social 
life of the United States, this chapter lumps together data about “any- 
thing that [supposedly] gives aesthetic (?) satisfaction” to someone or 
other—{how do you know it does?]. Evading the real issue—‘‘Art in 
Social Life’”’—it surveys some of the means and instrumentalities which 
may, or may not, have some relationship to art-phenomena. Using the 
same method, one might include in a study on “Art in Social Life’ 
factory statistics of the amount of paint used by artists or of clay and 
marble used by sculptors, of the number of typewriters purchased by 
novelists, statistics of the sunny days in which any group felt “aesthetic 
enjoyment,” and so on. Such facts have as close relationship to the 
phenomena of art as have statistics of blankets, furniture, bands, and 
of many other items mentioned in this study. No doubt it is much 
easier to study these instrumentalities of art than the phenomena of 
art themselves; but such compilations can hardly be considered impor- 
tant pieces of scientific research, and do not require the formation of a 
presidential committee. This kind of evasion of the real issue in the 
Trends is, unfortunately, not limited to the field of art. 

The issue, then, is not that Professor Ogburn wants to be a scientist 
and Professor Sorokin wants to be a “poet,” but that the scientific 
work in question is not properly done; and the result, in many cases, 
is neither science, poetry, nor philosophy, but something which lies out- 
side of each of these great realms. 

The final problem remains: “How do you know it?” This has been 
the great problem of science since the remotest times: the central prob- 
lem of epistemology, logic, scientific methodology, and science itself. 
So being, it cannot be discussed or “solved” here. If Professor Ogburn 
believes that measurement, computation, or any other “quantitative 
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technique” will solve this central problem of human cognition in gen- 
eral, he does not at all realize its long history, its immensity, enormous 
significance and difficulty. 

Without attempting to penetrate to the essence of this great prob- 
lem, I shall define my position as follows: In many fields the quantita- 
tive method gives no evidence; in some it gives very unreliable evi- 
dence; in some it gives almost conclusive proof. There are many other 
ways of giving evidence. If, for instance, Professor Ogburn assumes, 
as le seems to do, that E. Male is simply “speculating” in the work 
which he mentions, and that Male gives no evidence, Professor Ogburn 
is quite mistaken. Male gives several sets of evidence, each at least as 
good and convincing as the best statistical table. Likewise, if Pro- 
fessor Ogburn thinks that all these “social philosophers” whom he so 
condescendingly mentions—Herbert Spencer and Lester Ward, and 
probably Plato and Aristotle, St. Thomas Aquinas and Montesquieu, 
Adam Smith and Malthus, Ibn-Khaldun and Vico—simply speculated 
and gave no evidence, he again is much mistaken. There is perhaps 
more knowledge, more science, more evidence, and more testing (which 
does not preclude mistakes) in their writings than in almost any of the 
recent “quantitatively tested” work in social sciences, and certainly 
more than in the “synchronization philosophy” (or is it “‘science’’?) of 
Professor Ogburn himself. 

Out of the infinite number of “factual” works of the past, these “so- 
cial philosophies’’—but not the clerical, quantitative studies—have 
been preserved by mankind as the jewels of its treasury of knowledge. 
It is high time we stopped supposing that social science was discovered 
in the twentieth century by a few “quantitativists,” and that the whole 
previous history of human thought in this field was but “speculation,” 
“feeling,” day-dreaming, and so on. In view of this evidence through 
historical selection, Professor Ogburn’s statement that the writings of 
Spencer, Ward, and other “social philosophers” are “largely forgotten, 
and nobody ever uses them”’ is certainly fallacious. If the books of Pro- 
fessor Ogburn or any of the rest of us are one hundredth as much used 
on the highways of human thought as those of these “social philoso- 
phers,” and are not forgotten ten, a hundred, or a thousand times more 
quickly (many of them never made a real impression on social thought) 
we may consider ourselves most fortunate. The average length of life 
of most contemporary texts and monographs in sociology is hardly more 
than five years. I can but wonder that Professor Ogburn could make 
such obviously fallacious statements. If his “scientism” amounts sim- 
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ply to this kind of proposition and to boring, mechanical clerical com- 
putation, I would be the first to resign all pretention to such “scien- 
tism.” It is anything but science. 

Professor Ogburn does not meet my criticism of his ‘‘philosophy of 
synchronization.” His fragmentary reference to county-boundaries 
and so on does not hit the mark at all. To the objections which I have 
already made in this connection, I can add the following criticism. 
When one studies the movement and direction of various processes of 
social life—the economic, the religious, the scientific, the artistic, the 
political, etc.—one sees at once that the turning-points in these fluc- 
tuating processes do not occur at the same time, nor are the move- 
ments parallel, nor do the fluctuations have a uniform sequence or 
lag, nor do the waves have the same length. 

At any given moment, the religious process, for example, may under- 
go a notable change while many other processes, such as the political 
or economic, go on for some time without change. At some subsequent 
period the reverse may be the case. Taking the first moment into con- 
sideration, the political and economic processes would seem to lag be- 
hind the religious process. At the second moment the religious process 
would lag in comparison with the others. As a matter of fact, each has 
its own rhythm and pulsation, and no uniform lags; for the changes are 
not parallel, nor uniform in their sequence or wave-length. (Evidences 
in application to various forms of art and certain other forms of cul- 
tural phenomena are given in my article, “Studien zur Soziologie der 
Kunst, I,” Sociologus, March, 1933). Professor Ogburn seems unaware 
of this lack of uniformity; he takes a moment which suits his subjective 
attitude and then triumphantly concludes that division into counties 
lags behind industrial changes. In this way one can make such a claim 
for any lag one pleases. 

Finally, Professor Ogburn says, rightly, that it is much easier to 
criticize the work of someone else than to do as good or better work 
oneself. Accordingly, he puts a fair challenge to me, saying: 

I should like to see an account of trends in these various subjects (art, 
philosophy, religion, etc.) written by Professor Sorokin in the short space of 
two chapters, . . . . and then I should like to apply the test of the question: 
“How do you know it?” I dare say he would have his answers, but I suspect 
I could find dozens of others who would disagree. 


It is quite superfluous to refer to the “short space of two chapters,” 
for the Committee could have as much space as it wished; but, putting 
this aside, my answer to the rest of the challenge is this: I cannot ac- 
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cept it, much as I should like to, on a comparable basis; for I have no 
chance to direct a big research corporation and, moreover, do not be- 
lieve in the corporation principle in research in social sciences. How- 
ever, within a few years, Professor Ogburn may havea chance to criticize 
my work in a somewhat related field, if he wishes. For several years, 
primarily for my own enlightenment, I have been trying, as a mere 
ordinary craftsman in science—or is it “social philosophy” ?—to under- 
stand a little, at least, of the great mystery of social life and its proc- 
esses, including long-time and short-time trends, the hows and whys of 
their movement and relationships. Without a corporation, almost 
without making use of public funds, on my own responsibility and for 
my own satisfaction, I have been “musing,” “meditating,” and (not to 
be classed simply as a “poet’’) killing time in “‘collecting” and “analyz- 
ing” some data (“researching’’!). Within a few years something will 
probably result from this “fussing.”” Then Professor Ogburn is wel- 
come to mobilize all his quantitative guns and all his “scientific re- 
search methods” to tear it into pieces. This, it seems to me, is a square 
acceptance of his fair challenge. 
Pittrm™ A. SOROKIN 
HARVARD UNIVERSITY 
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An Early Experiment in Industrial Organisation, Being a History 
of the Firm of Boulton & Watt, 1775-1805. By Ericu ROL. 
New York: Longmans, Green & Co., 1930. Pp. xvi+320. 

Mr. Roll is the latest scholar to squeeze juice out of that remarkable 
orange, the Boulton and Watt MSS. He will not be the last; for the 
business connections of the Soho enginemen were so varied and far- 
flung that the student of almost any aspect of economic life during the 
late eighteenth and early ninteenth centuries will find something of 
value in these records—if he searches long enough. That “if” is im- 
portant, and my first word of praise must be for Mr. Roll’s industry. 
The MSS are vast in extent, but owing to lack of funds their custodians 
have been unable to catalogue or classify them. The searcher must 
therefore be prepared to work long hours, and his patience will be 
severely strained; but if he persists he will certainly have his reward. 

This book is a valuable study of industrial organization in a pioneer 
firm of first-class importance. The task of analyzing financial structure, 
organization of production, and business policy has been exceedingly 
well done, and the story will be retold in many a classroom. Briefly it 
begins when Boulton, the man who made small metal wares but was 
full of big ideas and unbounded energy, joined hands with Watt, the 
Scotchman who had devised a way to save sixpences on the coal bill. 
For ten years they tried to make money by selling licenses to use the 
engine; but since it was as yet only an improved pump the demand 
was limited, and the firm faced an endless struggle te raise loans and 
make ends meet. In the early eighties new gadgets allowed the engine 
to turn wheels, and a much bigger market grew up. But still Boulton 
and Watt did not sell engines; they sold the right to use them. They 
were still primarily consulting engineers, they supplied specifications 
and occasionally one or two parts of the engine; their men went out to 
erect and assemble the engine out of parts obtained mostly from other 
sources. Hence Soho made many things, such as letter-presses, but- 
tons, and medals; but it was insignificant as an engineering plant. 

In 1795 policy changed. Gradually more essential engine parts had 
come to be made by the firm; the first generation was handing the reins 

405 





406 BOOK REVIEWS 


of power to the second, and a small group of highly ingenious and 
skilled workmen had gathered round the chiefs. In 1795 therefore it 
was decided that engine-building be commenced. This called for the 
erection and planning of foundry and workshops. In building and run- 
ning this plant the young managers worked out principles and prac- 
tices which we are wont to regard as coming only with Taylor, Ford, 
and the scientific managers of the last forty years. The works were 
laid out to facilitate “routing,’’ new machines were designed, and divi- 
sion of labor was pushed far, even though only fifty workers were em- 
ployed. Time studies produced a system of time wages plus piece bo- 
nus; problems of business policy were carefully thought out, especially 
when the patent expired in 1800 and the firm passed from monopolistic 
to competitive conditions; and the welfare of the employees was fos- 
tered by an insurance scheme and in other ways. 

Mr. Roll tells his story well, but with some unnecessary repetition. 
At the risk of seeming ungrateful, I wish he had given us a little more 
of the firm’s relations with “pirates” and rivals. If the bright young 
men were pioneers in scientific management, they also anticipated 
some other business methods in the ruthlessness and guile with which 
they fought rivals. They got drunken workmen to talk, persuaded 
them to sell drawings or come to work in Soho, used spies, and bought 
land adjoining rival works in order to check expansion. They were 
probably no worse than their rivals; for the stealing of secrets and 
patents was part and parcel of the ethics of competition in those days. 
But their conduct as revealed in the letters should make us cautious in 
distributing haloes. 

The book has some good pictures and valuable appendixes. But one 
or two words look like the inventions of James Joyce or a cub reporter. 
“‘Machinofacture” cannot pass except over my dead body; and “Salo- 
pian” is bad, ugly. “Man of Shropshire” would at least have sounded 
like Housman, Drinkwater, or even Masefield. 


HERBERT HEATON 
UNIVERSITY OF MINNESOTA 


Kapital und Kapitalismus. Vols. land II. Edited by BERNHARD 
Harms. Berlin: Reimar Hobbing, 1931. Vol. I, pp. xii+513; 
Vol. II, pp. viii+511. 

The fifty-four papers in the two volumes before us were read before 
the Deutsche Vereinigung fiir Staatswissenschaftliche Fortbildung at 
its meeting at Bad Pyrmont in the fall of 1930. While most of the 
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papers are by university economists, the list of contributors includes 
also government officials, bankers, and other students of public affairs. 
The discussions are devoted, for the most part, to an analysis of the 
contemporary economic situation in Germany in the light of develop- 
ments since the advent of stabilization in the fall of 1924. The central 
topics of discussion are capital accumulation, the capital market, and 
the investment or allocation of capital. Much emphasis is placed on the 
role of the state in relation to all of these. 

While these papers were conceived prior to the flight of capital from 
Germany which had its inception in October, 1930, ultimately leading 
to the freezing of that country’s short-term obligations in the summer 
of the following year, they betray a perception of the gravity of the 
situation which far transcends that evidenced by opinion in this coun- 
try at that time. While our political and business leaders were still 
busy pointing to prosperity “‘around the corner,”’ the Swiss banker, 
Felix Somary, had the discernment and courage to say (I, 487) that 
modern industrialism was in the midst of an economic crisis greater 
than it had ever experienced before—a crisis that would not right it- 
self without active government intervention and international co-oper- 
ation. 

The majority of the papers are characterized by the combination of 
the analytical and practical with the historical which makes the most 
interesting and, not infrequently, the most useful type of reading in the 
field of economics. The fact that the discussions reflect a wide range of 
theoretical orientation and social bias enhances the value of the sym- 
posium. Neither the communists nor the exponents of a return to free 
competition are represented, however. The issue is drawn in the main 
between the non-revolutionary socialists, on the one hand, and the 
protagonists of capitalism favoring varying degrees of government in- 
tervention for the protection of both humanity and property, on the 
other. Because of the grave handicaps under which German business 
enterprise had been laboring throughout the post-inflation period, the 
preoccupation of the members of the latter group tends to be with prop- 
erty rather than humanity. They point to the tremendous shortage of 
domestic capital, to interest rates double those borne by business en- 
terprise in the other leading industrial countries, to a burden of taxa- 
tion equal to 22 per cent of the national income in 1927 as against the 
pre-war level of ro per cent (Salz, II, 19), and to the further encroach- 
ment by the state on the supply of capital by heavy borrowing for 
consumptive purposes. 

The symposium is not devoid of purely theoretical discussions. 
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Sombart contributes two articles devoted, respectively, to his well- 
known delineation of capitalism as a social complex and to an account 
of its development. Hendrik de Man, whose Zur Psychologie des So- 
sialismus has been translated into English, contributes a characteriza- 
tion of the socialist movement which is both critical and sympathetic. 
Willy Hellpach discusses the relative merits of individualism, collec- 
tivism, and aristocracy. The last two get much the worst of it; but 
then it is largely a matter of definition. “Orthodox” economic theory 
is represented by Professor Schumpeter’s compact presentation of the 
theory of the static economy. His conception of interest as a definitely 
institutional category is, to be sure, not particularly “orthodox.” Of 
particular interest, in the light of recent discussion, is his statement (I, 
195) that security speculation does not in any significant sense dimin- 
ish the supply of capital available for industry and commerce. Profes- 
sor Schumpeter’s paper contains the only discussion—a brief one— 
addressed per se to the topic of industrial fluctuations. 

The theory of interest comes in for considerable attention in the 
otherwise eminently objective papers by Somary, Palyi, and Wage- 
mann. The last speaks (I, 370) of the “dethronement”’ of interest from 
its position of important regulator of the economic process. In this 
connection, great emphasis is placed by several writers on the large 
proportion of capital which, because of government borrowing for con- 


sumptive purposes and the increasing practice of “self-financing” by 
means of corporate surpluses, never reaches the capital market. Palyi 
and Somary stress the relative ineffectiveness of interest rates in regu- 
lating the international movements of capital during recent years. 
Somary, in particular, is distressed by the nomadic habits which capi- 
tal has taken on and views with alarm the drawing power of the New 
York call-money market. 


Leo RocIN 
UNIVERSITY OF CALIFORNIA 
Unemployment Insurance in Great Britain. By MAry BARNETT 

Grtson. New York: Industrial Relations Counselors, Inc., 

1931. Pp. xili+560. $5.00. 

During the period of glamorous prosperity in America economists, 
no less than the uninformed multitude, were ready to believe in the 
decline of Britain, the demoralization of doles and the destruction of 
self-reliance as corollaries of a national system of unemployment insur- 
ance. The gravity of the situation in America during its third winter 
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of unemployment will insure for this book a less biased audience and 
one more eager to learn what are the true facts, and what explanations 
are being given of their cause and how to deal with them. 

For several years the author dug and delved into the reports and dis- 
cussions. She investigated the British scheme of unemployment insur- 
ance in relatively good and in relatively bad periods, in summer and in 
winter. She watched the institution at work. She interviewed hosts 
of civil servants, employers, trade-union officials, insured and unin- 
sured workers. With her wide experience in various fields of industrial 
work she knew how to pierce through the oceans of facts, of expecta- 
tions and prejudices, and to present a broadly true account of what is 
taking place in Great Britain. 

She is modest about her object. She writes: “This study presents a 
history of Great Britain’s unemployment insurance system together 
with some account of the attendant measures and circumstances. It 
was undertaken in the thought that the experience of the first national 
compulsory scheme of unemployment insurance as interpreted by an 
American might be helpful to readers in the United States in view of 
the remarkable growth of interest in the subject.”” As might have been 
expected in the light of recent American thought, relatively less atten- 
tion is paid to the state scheme and relatively more thought to the 
non-state machinery, and in the final chapters special attention is de- 
voted to the discussion of insurance by industry. But an adequate ac- 
count is given also of the history of the scheme, its present features, its 
finance, administration, and such special problems as are presented by 
malingering, juvenile unemployment, and the relation of unemploy- 
ment insurance to poor relief. This is the most comprehensive and up- 
to-date study there is of the working of the British system of unemploy- 
ment provision. 

Most of the crude charges against the state scheme are seen to have 
nothing behind them. There has been no lack of thought about pre- 
ventive measures although for reasons entirely unrelated to the insur- 
ance scheme many of these have not been put into operation. Nor did 
all the costs of unemployment insurance come from the exchequer. 
There has at no time been a breakdown in the machinery, such that 
anyone not legally insured was able to draw benefits, or that those in- 
sured were able to obtain benefits without satisfying very rigorous tests. 
Nor until 1930, when the unemployment figures began to mount very 
high, was there any substance in the fear of the demoralization of the 
unemployed. That danger has since arisen and is indeed growing grave 
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because of the anxiety that hundreds of thousands now unemployed 
are no longer likely to be wanted in remunerative employment. Un- 
employment, not relief, is seen to be the evil to overcome. On the other 
hand, insurance makes things too easy for the government. The 
scheme has been constantly amended in order to keep it solvent. The 
method of financing it is an undue burden to industries and employees 
still working. 

Miss Gilson rightly insists that the pre-war experience with the lim- 
ited scheme of compulsory unemployment insurance has little rele- 
vance to our present conditions, but does not inquire whether the pre- 
war percentage of unemployment did not in fact bias most of the dis- 
cussions which have since ensued. The official estimate of pre-war un- 
employment was 4.5 per cent. The post-war average up to 1929 was 
12.1 percent. During the last three years it has been about 22 per cent. 

An independent critic might have taken a more objective view than 
parliamentarians and officials who were reluctant to believe that 
high unemployment could continue for long periods. The government 
actuary misled the Blainsborough Committee of Enquiry, which in 
turn misled Parliament, as to the amount of unemployment to antici- 
pate. This resulted in constant changes, governing primarily the 
amount of contributions and the nature of benefits. Over twenty acts 
were adopted. It is true, of course, that Labour governments were 
disposed to be more generous to the unemployed than alternative gov- 
ernments; it is evident, too, that accretions to the original scheme grew 
up and the simple early plan gave way toa very complicated patchwork 
pattern. But Miss Gilson is no more disposed to ask than were the 
British officials themselves whether something more fundamental is at 
fault than wrong estimates and the Englishman’s preparedness for a 
few plumbing operations which will make the scheme seem to work 
again. She evidently accepts as quite satisfactory the latest formula 
for meeting the difficulty arising from the continuance of very heavy 
unemployment: limiting the benefits provided from the contributory 
fund to a definite period, and after that period providing extended 
benefit direct from the exchequer. This and periodic adjustments may 
indeed keep the fund solvent. But is this “actuarial soundness”? 

Surely, the question cannot be shirked. Is insurance possible with- 
out some guidance as to the future risk? And what is the risk of unem- 
ployment? Is the pre-war average the normal unemployment? Or is 
the 1922 -29 average to be regarded as normal? Or again is the 1929- 
32 figure to be regarded as normal? More urgent still, what will be the 
percentage of unemployment during the next few years? 
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Advocates of national organized unemployment relief will doubtless 
still insist that the employment exchange affords the best test of un- 
employment and therefore is the best machinery for distributing bene- 
fits. They may still contend that, with all its disadvantages, the rais- 
ing of large sums can be most easily achieved by calling on the three 
parties, i.e., the employers, workers, and the state. But they will stop 
claiming that the scheme is one of insurance. An unforeseen crisis calls 
for some other measure. This is not merely a question of form or of 
terminology. By maintaining that members are insured for a limited 
period and that after that they must be given relief from some other 
source, a dualism of principles, administration, and finance is intro- 
duced which is objectionable. The present scheme creates the myth of 
insurance for a limited period, and the reality of relief for an extended 
period. 

It is characteristic of this volume that it fails to consider, not merely 
whether the scheme is one of insurance, but other important questions, 
such as its effects on purchasing power, on productivity, on national 
finance, and on wages, on which the student is looking for guidance. 
The reason given is the absence of data. But it is evident that the ef- 
fects of unemployment insurance cannot be determined by an inspec- 
tion of the concrete results. Analysis and estimates of the conse- 
quences are indispensable. 

Moreover, there is no attempt to apply any relevant standard in 
judging the merits or demerits of this device. Will it increase economic 
welfare, or is it to be judged as an experiment in industrial democracy, 
or must it be viewed as a measure in humane economics? Without the 
use of the technique of economic analysis, and in the absence of any 
visible compass indicating what direction she is making for, it is not 
clear on what basis she makes her choice in discussing the narrower 
questions. It is evident that this study is devoted to a descriptive ac- 
count, and not to an interpretation of the scheme at woi 

The method of presenting a summary of the statistics and then mak- 
ing a précis of the views of all those interested, of employers’ and work- 
ers’ organizations, of government officials and committees of inquiry is 
so established in this field, that it would be ungracious not to acknowl- 
edge that this study is a very good example of its class. It is as a rule 
fair to the contending viewpoints. Unfortunately the author does not 
explain how she arrives at her own conclusions. She drifts into one 
camp or the other without a very clear analysis of her own position. 
She rather lightly decides in favor of unifying all branches of social in- 
surance on the basis of a few extracts from other writers. She favors 
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insurance by industry without attempting to make good the omissions 
of others and to show its value in reducing unemployment. Perhaps she 
is overimpressed by the weight of the names of the half dozen leaders 
in this field, not realizing that their authority in one field does not make 
them unassailable in others. In any case it is our author’s argument 
that we are most eager to have. 

It is high time that someone undertook an interpretation of Great 
Britain’s scheme of unemployment insurance. Unhappily, Miss Gilson 
has not attempted that. Within the limits she has set herself, this book 


is the best guide to its working. 
Joseru L. CoHEN 


LONDON, ENGLAND 


Unemployment Insurance in Switzerland: The Ghent System Na- 
tionalized with Compulsory Features. By T. G. SPATES and 
G. S. Rapinovitcu. New York: Industrial Relations Coun- 
selors, Inc., 1931. Pp. xii+276. $3.00. 

The Industrial Relations Counselors have undertaken to study the 
unemployment insurance systems so far established, so that any con- 
templated legislation for the United States might be guided by the 
experience of other countries. This study of the unemployment insur- 
ance system in Switzerland is the third in the series, and describes in 
great detail the development of public employment offices, experi- 
ments with insurance before the war, relief during and just after the 
war, and the consolidation of unemployment insurance since 1924. 

While much is made of the constitutional similarities between Swit- 
zerland and the United States, the conclusions to be drawn from the 
experiences of the former are essentially similar to the conclusions 
which can be drawn from the experiences of Belgium and Denmark. 
As in the case of Belgium, the Swiss municipalities and cantons took 
the lead in fostering both employment exchanges and unemployment 
insurance. To establish some uniform procedure over the country the 
federal government has made use of the system of grants in aid both in 
the case of exchanges and insurance. 

The experience of Switzerland with unemployment relief is varied 
indeed. Some attempt at compulsory insurance was made in the 1890’s 
but nothing came of it. What actually happened, aside from the post- 
war period of relief when the federal government took the initiative 
and compelled employers to make contributions, was the extension of 
the Ghent system with the cantons and municipalities as the chief 
governmental agencies subsidizing and supervising the societies in 
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their respective territories. The societies or “funds” as they are called 
were primarily a by-product of trade unionism, though a few mixed 
public funds were organized by municipalities and a few joint funds 
were organized by employers and workers. Even as late as 1923, of 
160,000 workers covered by insurance, 151,000 were in 38 trade union 
funds, 6,800 in 18 public funds, and 2,500 in 4 joint funds. When it is 
recalled that generous subsidies were provided out of public funds it 
becomes apparent that voluntary endeavors are apt to be confined to 
trade union circles and that workers who do not take the trouble to 
join trade unions are not to be counted on to organize insurance 
societies. 

The participation of the federal government in the insurance system 
dates from 1915 when it initiated the payment of subsidies in addition 
to those already provided by other governmental agencies. This prac- 
tice was made permanent by the Act of 1924, and since then there has 
been a substantial increase in the number of insured workers. The ex- 
planation of the increase, however, is to be sought in the fact that by 
1930 nine of the twenty-five cantons have realized the limitation of 
voluntary endeavors and have made insurance compulsory for the 
workers in their jurisdictions. 

This book is primarily a history of legislation. On the assumption 
that a study must be complete there is much in it, especially about the 
period previous to 1900, which can be of interest to the antiquarian 
only. It may be added, however, that there are brief summaries at the 
end of each chapter, thus making it unnecessary for many to read the 
entire book. For those who wish even more details than can be found 
in the text, there are two appendixes giving the acts and administrative 
provisions of the various insurance funds. The fundamental problems 
of the contributions necessary to keep the funds solvent and of the 
effect of insurance on wage rates and mobility of labor are but super- 


ficially discussed. 
AARON DIRECTOR 
UNIVERSITY OF CHICAGO 


The Holding Company. Its Public Significance and Its Regulation. 
By James C. BonsricuHt and GARDINER C. MEANS. New 
York: McGraw-Hill Book Co., Inc., 1932. Pp. xv+398. $4.00. 
The publication of this book, almost simultaneous with the collapse 

of the Insull public utility holding companies, could scarcely have been 

timed more skilfully. In this field economic and legal history are being 
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made with astonishing rapidity, and staggering blows are being landed 
upon the holding company from more than one angle. Since this study 
was published, the New York Public Service Commission has denied 
to a holding company permission to acquire a majority of the stock of 
the Long Island Lighting Company. Witnesses for the applicant, 
testifying in the summer of 1929, had urged that “the holding company 
would have such high credit that it would very advantageously sell de- 
bentures, or preferred stocks, or preference stocks of various charac- 
ters, thus creating a flexibility of financial structure which would not 
otherwise exist.’’ Writing in 1932, however, the Commission could say 
with some confidence: 

We now know that these greatly exaggerated claims of the financial 
superiority of holding companies were myths. Experience has shown that 
holding companies, which are the result of pyramiding of security issues 
resulting from the acquisition of securities at high prices, are not elements of 
strength but of weakness, and that when crises come and stringency develops 
in the money market, holding companies cannot obtain funds.* 


Strenuous efforts, furthermore, have been instituted in recent months 
to prevent the “milking” of the operating subsidiaries in order to 
support a tottering parent. Attempts to finance the pressing needs of 
the holding company through the sale of new securities of a subsid- 
iary? or through the payment of illegal or unwise dividends by the 


subsidiary,’ are receiving increasing attention at the hands of state 
commissions. 

This book presents an orderly and restrained account of the history 
of the holding company device, the objects for which it has been used, 
the abuses which have developed, and the remedies suggested. While 
chapters are devoted to the industrial holding company, to the rail- 
road holding company and its use in evading the control of the Inter- 
state Commerce Commission over consolidations,‘ and to the bank 
holding company and its use in the nullification of the general Ameri- 
can policy against branch banking,’ far more detailed consideration is 


* In re Long Island Capital Corp., No. 5612, N.Y.P.S.C., May 24, 1932. 

2 See Re Green Mountain Power Corporation, No. 1689, Vt. P.S.C., October 29, 
1931, reported in P.U.R. 1932A 130. 

3 See In re Commonwealth Tel. Co., No. 2-U-308, Wis. P.S.C., July 14, 1932. 

4 The charts and other material describing the Pennsylvania Railroad and Van 
Sweringen holding companies are particularly interesting (pp. 253-66). 

$ The far-flung interests of Transamerica Corporation are graphically presented 
in a chart on page 335. 
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given to the holding company in the public utility field. Here striking 
tables are presented, showing the extent to which the utility business 
of the country has been absorbed by the large holding company sys- 
tems—approximately 75 per cent for electricity and 45 per cent for 
gas.’ Brief but interesting analyses are presented of the structure of 
the principal systems: United Gas Improvement Company, Electric 
Bond and Share Company, the Insull group, Cities Service Company, 
Standard Gas and Electric Company, Associated Gas and Electric 
Company, American Telephone and Telegraph Company, and a num- 
ber of others. 

Four dangers involved in the public utility holding company are 
discussed in detail: the tendency toward uneconomic combinations, 
resulting in a striking “gerrymandering” of the public utility map; the 
tendency toward overcapitalization, with resulting pressure for higher 
rates and decline of service standards; the secrecy of accounts and 
temptation to manipulate the subsidiaries;’ and the danger of excessive 
charges imposed upon the subsidiaries for services or products fur- 
nished by the parent or another affiliate. The principal suggestions for 
the prevention of these evils by direct or indirect regulation of the 
holding companies are discussed, with brief consideration of the reports 
of the 1930 Massachusetts and New York investigating commissions. 

It is to be regretted that the authors did not present more adequate- 
ly the important recent developments. While the largely abortive ef- 
forts in New York and Massachusetts are discussed, there is not even 
a reference to the Wisconsin legislation approved June 8, 1931,° which 
constitutes by far the most comprehensive and aggressive attack upon 
the holding company problem which has yet been made in any state. 
And on the question of the power of the commissions, when fixing the 
rates of the operating companies, to consider cost to the holding com- 
pany of service or products furnished by it, while the authors criticize 
ably and at some length the early decisions of the Supreme Court 
holding such factors irrelevant, only very brief and inadequate refer- 
ences are made to Smith v. Illinois Bell Telephone Co.,° which is gen- 
erally recognized as marking a definite change in the law on this point.” 

* Pp. 91-95- 

? Appendix A contains a valuable study by Mr. Maurice Mound of suits by 
minority stockholders of subsidiaries alleging mismanagement by holding com- 
panies. 

* Wis. Laws, 1931, chap. 183. * 282 U.S. 133 (1930). 

"See Western Distributing Co. v. Public Service Commission, 52 Sup. Ct. 283 
(1932). 
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Of the discussion of abuses and remedies, there is little which has 
not been presented in more exciting though less orderly form in eco- 
nomic and legal journals. Specific instances are cited all too infre- 
quently, and the authors have perhaps leaned over backward in their 
cautious qualification of statements of opinion. But while a student 
already familiar with existing literature on the subject may be dis- 
appointed with this volume, it fills a distinct need in presenting a clear 
statement of the problem for less advanced students and for the gen- 
eral reader. 

The authors conclude as follows: “The holding company has now 
become such an essential part of the structure of large-scale business 
that its abolition would be serious, if not fatal, to the effectiveness of 
American industry. .... The task of the legislatures, the courts, and 
the economists, .... is to understand and minimize the abuses to 
which it is subject, while recognizing and strengthening its social 
usefulness.’’™ It is by no means clear that a harsher judgment may 
not eventually be passed upon the holding company. A corporation 
lawyer recently expressed to this reviewer the opinion that there is no 
legitimate place for the holding company device except in the avoid- 
ance of unfair double taxation. And as to future financing, a change in 
the public attitude toward holding company securities, brought on by 
the recent failures, may well be found to be the most effective regula- 


tory factor. 
WILBER G. Katz 


UNIVERSITY oF CuicaGo Law ScHOOL 


Economic Rivalries in China. By GROVER CLARK. New Haven: 
Yale University Press, 1932. Pp. 132. $2.00. 

Business and Politics in the Far East. By Epirn E. Ware. New 
Haven: Yale University Press, 1932. Pp. x+250. $3.00. 
These books are published for the Carnegie Endowment for Inter- 

national Peace in its series on ‘“World Economic Problems.” Mr. Clark 

presents the more important available statistical information about 
the economic development of China. He discusses briefly the historical 
conditions under which foreigners did business and the developments 
during the present transition period. His main thesis is that while in 
the past the rivalry was between different foreign nationalities now 


a P, 338. 
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it is between the Chinese on the one side and the foreigners as a whole 
on the other. 

Unlike Mr. Clark who lived for many years in Peking as a newspaper 
editor, Miss Ware went on a few months’ visit to study conditions in 
China and Japan. Her information was obtained from interviews with 
Chinese, Japanese, and foreign residénts, and so lecks the background 
of assimilated experience only possible after a considerable period of 
personal residence in the East. On the other hand, this very lack of 
personal background makes for a more judicial view than is possible 
for the old resident who, like “the toad beneath the harrow,” is likely 
to be prejudiced because his own personal interests have been inter- 
fered with by the rapid changes taking place in China. Miss Ware 
tends to sympathize with the Chinese point of view, but presents fairly 
the position of the foreign merchant. She points out that extra- 
territoriality and other special privileges of the foreigner are really of 
less importance than they seem. Progressive Chinese firms are becom- 
ing powerful competitors of the foreigner, whose business survival can- 
not be guaranteed by extra-territoriality but will depend upon adapta- 
tion to the new conditions. The author hopes for a greater develop- 
ment of compromise and co-operation between Chinese and foreigners, 
to save the country from imperialism on the one hand and from com- 
munism or anarchy on the other. 

The second half of the book is “an effort to estimate how far the 
Japanese people and the Japanese Government may be able to go with 
the new devices of international dealing with which the world is now 
experimenting.” Part of it was written during the summer of 1931 
and traces the development of liberalism in Japan, which received a 
setback after September 18, 1931. The closing chapters discuss the 
Manchurian situation up to January 1, 1932. 

The economic situation in China and the political problem in Japan 
are far too complex for the last word on them to be said in two short 
books like these. Nevertheless, both books should be helpful to the 
reader who wishes to understand something of current conditions. 
Mr. Clark’s is the more objective and restrained. Miss Ware, dis- 
cussing and generalizing from the cases which have come to her atten- 
tion, is more ambitious, and correspondingly cannot be expected to 
be correct on every point; her work, however, is interesting and should 
give the reader who has not lived in the Orient some idea of current 


problems there. Dicxson H. LEAVENS 


HARVARD GRADUATE SCHOOL OF BUSINESS 
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Problems of the Pacific 1931. Proceedings of the Fourth Confer- 
ence of the Institute of Pacific Relations, Hangchow and 
Shanghai, China, October 21-November 2. Edited by Bruno 
LASKER assisted by W. L. HoLianp. Chicago: University of 
Chicago Press, 1932. Pp. xi+548. $5.00. 

In view of the Japanese intervention in Manchuria in September, 
1931, the bare fact that it was possible in October to bring together 
Chinese and Japanese bankers, educators, business men, and social 
workers into a conference with delegates of six other nationalities is 
significant. It testifies to the strength of the basic purpose underlying 
the Institute’s work; viz., to study the conditions of the Pacific peoples 
with a view to the improvement of their mutual relations. 

The book is not a verbatim record of the discussions at fifty round 
tables and the papers presented at seventeen general sessions. The 
editors, Bruno Lasker and W. L. Holland, selected their material so as 
to avoid duplication of arguments and data presented at previous con- 
ferences. They endeavored “to reproduce important new information 
and to indicate the trend of thinking on a given subject rather than to 
present a rounded statement of all significant facts and opinions.” 
Hence their arrangement does not follow the program of the confer- 
ence, but, instead, they have formed chapters on the major subjects of 
interest. Thus they have made a book, valuable not only for informa- 
tion not readily accessible elsewhere but also for the reaction of in- 
telligent opinion on this information. Maps, tables, bibliographical 
references, and an index add greatly to its usefulness. 

The Manchurian question naturally loomed large in the debates, 
though it appeared, eo nomine, nowhere on the program. Round tables 
on “Diplomatic Machinery in the Pacific” debated the applicability to 
Japanese action of the Kellogg-Briand Pact, the Nine-Power Treaty, 
and the League Covenant. Manchuria’s economic problems, agricul- 
ture and land tenure, banking and currency, mineral resources and 
railroads, were dealt with in connection with “China’s Economic De- 
velopment.” Round tables on “China’s Foreign Relations” debated 
the rights of Japanese citizens. The Conference, of course, was not 
competent to take action. It passed no resolutions of blame or of ex- 
culpation. Its contribution to the solution of the Manchurian prob- 
lem, or any other “problem of the Pacific,” is limited to tempering by 
education the ultra-nationalism of the parties at interest and to clarify- 
ing world-opinion. The private character of the Institute’s member- 
ship (no government officials are eligible) 
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made it possible for them to search for possible motivations of which the 
diplomat can take no official cognizance. They could play with ideas, wheth- 
er these were susceptible of immediate realization or not. And they were free 
tentatively to advance suggestions for possible solutions, later to modify 
them or to take them back again, without that danger to national prestige 
which attends such vacillations once a proposal has been launched by a 
government’s official spokesman. 


Apart from Manchuria, the problems of China, rural reconstruction, 
communications, foreign loans and investments, the fall of silver, in- 
land and coastal navigation, and the future of Shanghai, occupy the 
major part of the volume. Specialists in currency problems will be in- 
terested in the debates on silver conducted by Shanghai bankers and 
business men, not delegates to the conference, who had been invited to 
participate for this purpose. Trade and tariffs were treated less fully 
than other topics; the boycott of Japanese goods although mentioned 
several times in passing is nowhere fully discussed. 

Cultural relations were given somewhat less attention than at for- 
mer conferences, largely because the major problems in this field have 
not yet been clearly defined. However, in the three final chapters of 
the book, “Dependencies and Native Peoples,” “Problems of Migra- 
tion,” and “Education for International Understanding,” there is much 
material bearing on cultural relations as well as of general sociological 


interest. 
Percy W. BIDWELL 
UNIVERSITY OF BUFFALO 


The Banking Situation in the United States. By NATIONAL INDUS- 
TRIAL CONFERENCE Boarp, Inc. New York, 1932. Pp. xiv+ 
157. $3.00. 

While foreign countries have been relatively free from bank failures, 
we in the United States have had over nine thousand suspensions dur- 
ing the past decade, involving some four and a half billion dollars of 
deposits. The upheavals of the last two years have produced an alarm- 
ing loss of public confidence in all financial institutions. What is the 
matter with our banking system? 

A dispassionate examination of the facts has been made by members 
of the staff of the Conference Board, in a rather belabored statistical 
analysis, replete with data gathered from official sources and presented 
in fifty-two tables and thirteen charts showing aggregate figures, per- 
centage distribution, index numbers, bar and pie graphs. The investi- 
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gation leads the authors to conclude that our commercial banks have 
failed to adjust themselves to the changing conditions of the post-war 
period, and that the fundamental defects have become more apparent 
and significant because of the depression. 

The national banking system gave us a safe and uniform currency, 
the Federal Reserve System eliminated the old-fashioned money panics 
and provided a flexible system of bank credit, but epidemics of bank 
failures are still with us. The root of the trouble is found in the bank- 
ing structure. A description of the heterogeneous composition of the 
traditionally American, locally owned, directed, and managed banks, 
loosely joined by certain unifying factors into a sort of a system—this 
forms the essential background for the treatment of the industrial, com- 
mercial, and banking changes giving rise to the present situation. 

To the external changes occurring since 1921 the commercial banks 
attempted to adjust themselves: through mergers and consolidations; 
branch banking where legal, group and chain banking where legal re- 
straints prevented closer union; shifting from national to state char- 
ters, from non-membership to membership in the Federal Reserve Sys- 
tem, etc., as seeming advantages dictated. Accompanying these struc- 
tural modifications were changes in the functional aspects of banking as 
revealed in the contents of bank portfolios and in reserves and deposits 
—changes characterized by a marked increase in the indirect and more 
risky extension of bank credit to agriculture, industry, and trade, with 
a consequent diminution of responsibility and control of the flow of 
bank credit, and a persistent reduction in bank liquidity. 

Then came the depression with its effects, namely, falling prices, re- 
duced demand for bank credit from industry and trade, withdrawal of 
deposits, and the scramble for liquidity in demoralized bond and real 
estate markets. This situation necessitated the adoption of emergency 
relief measures, most of which are, however, temporary in their effects 
and offer no permanent solution. The authors state that the way to a 
permanent, effective adjustment of commercial banks to changed con- 
ditions requires a new type of management (a matter mentioned but 
not expanded), a revised organization, and more rigid governmental 
supervision. Since the chief trouble has been with state banks in small- 
er communities, operating under diverse laws and lax supervision, they 
would have fewer banks and more banking facilities, which means 
greater geographical consolidation and unification (branch banking), 
under national charter and federal control. They go so far as to sug- 
gest that compulsion and a constitutional amendment may be desirable 
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if necessary to effect these results. And since they think that the public 
is unwilling to trust many matters of administration to bankers, they 
propose such things as the segregation of time and demand deposits, 
and stricter limitations on security and real estate loans when specula- 
tive conditions are threatening. 

Space does not permit a discussion of the many important problems 
treated. The reviewer can only suggest that though greater structural 
unity and more effective methods of control are desirable, he is inclined 
to subscribe to the thesis so ably developed by Lord Bryce, that there 
are distinct advantages in having separate jurisdictions in which differ- 
ent methods of institutional adaptation can be evolved, and that it 
might be a serious mistake to stereotype organization and practice un- 
der one rigid set of laws and regulations. A safer and more direct ap- 
proach to a long-run solution would be to take measures ultimately de- 
signed to put banks in the hands of professionals rather than amateurs. 


James WASHINGTON BELL 
NORTHWESTERN UNIVERSITY 


A Planned Society. By GEORGE SOULE. New York: Macmillan 

Co., 1932. Pp. ix+295. $2.50. 

To the future social historian, or contemporary objective observer, 
if anyone is heartless enough for the réle, the literature of a crisis period 
must be of fascinating interest. It is also most significant practically, 
as data in the problem of “‘what to do about” a crisis, or about such 
features of it as may be agreed upon as evils to be treated. The lesson 
to be drawn is as plain, in the case of the current economic crisis, as in 
that of the World War. Social stress brings out the inherent romanti- 
cism of human nature, the eternal conflict between objective observa- 
tion and analysis, and men’s natural impulses and cravings. Anyone 
who can talk about the crisis in primitive human terms with any sort 
of literary distinction is assured of interested attention and a market— 
the presumptive motives back of writing and publication. The effect, 
however, varies directly with literary appeal and inversely with the 
amount of critical analysis. The argument must be an attack and a 
call to action, and the treatment proposed must be radical. In primi- 
tive, humanly natural medicine, the sicker the patient the more drasti- 
cally he must be bled or otherwise man-handled, and the more prompt- 
ly. So in an economic crisis, the books and articles which get general 
circulation and notice are those which discuss an overhauling and re- 
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construction of the social system, i.e., “planning.” A modern economic 
crisis presents a fairly definite mechanical problem—indeed, one the 
outlines of which are fairly understood by students, at least as regards 
the catastrophic extent and speed of contraction. But analysis of the 
situation, showing what has gone wrong and indicating what might be 
done, and at what cost, to make the machine work more smoothly, is a 
thing for which the public “has no time.” That kind of mental work 
must get what support it can at other times than when the need for it is 
especially urgent. Crisis thinking about crises is of the nature of mental 
release and distraction. Men will talk and read about a “planned soci- 
ety”’ but will not try to understand the currency system or internation- 
al trade relations, the roots of the immediate difficulty which occasions 
the talk. The miracle-working medicine man to whom the modern 
crowd mind turns is, as often noticed, the government. It is futile to 
make the obvious remark that the features of the economic situation 
which make it difficult to manage are proportionately more applicable 
to schemes of radical change. When the crisis has passed other passions 
calm and give the interest in truth a chance in the competition—for a 
time. Then the trouble will be that the public mind quickly forgets the 
problem altogether. It is the case of the Arkansas farmer’s roof re- 
peated endlessly; to the public, intellectual study and foresight are 
“dismal science” unless there is an immediate result in practical tricks 
or “‘wonders.”’ 

Mr. Soule’s book illustrates this condition at the “highest” level. In 
a literary sense it is distinguished; earnest but temperate, restrained 
yet moving, it has the qualities of real literature. As to economic anal- 
ysis, the familiar gallicism tells the story—‘‘it does not exist.’’ Econo- 
mists of the “realistic” type are said (p. 54) to have “discovered that 
industrial depressions are characteristic of the business order.’ This is 
familiar propaganda technique; the author does not say an “inevitable” 
characteristic, which could call attention to the fact that what is im- 
plied is a baseless assertion. His entire “argument,” if the word is ap- 
plicable, turns on the premise which will not bear open statement, but 
which most readers will dutifully read into a trite historical observa- 
tion, as they are intended to do. Evils are eloquently portrayed, with 
nothing of the nature of an argument as to whether they are the result 
of too little or too much “planning” or whether more or less of the lat- 
ter would make matters better or worse. The only question of fact even 
suggested is whether planning is possible, and the “arguments” of 
chapters vii and viii from the World War experience and from Russia 
are material for the psychologist, not the logician. 
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Real interest centers in the last two chapters, on how to begin, and a 
general summary under the title “The Future of Planning.’ The pro- 
posal under the former head is feeble—another governmental “‘board.” 
The most specific objectives of planning suggested are greater security 
for the laboring masses and removal of speculative profit. As to the 
best way to achieve security, or what would be involved in an attempt 
to remove speculative profit, or any critical attention to the question 
whether either is abstractly desirable from any point of view, admit- 
ting all that is said of the evils of the existing situation—that would 
call for economic analysis and hence falls outside the purview of a 
book of this kind on economic problems. In both these chapters (cf. 
pp. 263 and 271), as elsewhere, it is not hard to discern the real kernel 
of the matter—a yearning for more social consciousness of unity and co- 
operation, for a felt drive toward a worthy goal of life and action. This 
is romantic in the good sense, and fine, and beyond dispute. But as be- 
tween this and “planning,” which would come first, and which as a con- 
sequence of the other, is a realistic question antithetical to the romantic 
point of view. What would follow from the examples of Russia and the 
war in this connection is clear without elaboration; given the unitary 
social purpose, one need not worry about the planning. Unfortunately, 
the examples also suggest that the objective which calls forth such an 
enthusiasm is likely to be more tangible and less idealistic than Mr. 
Soule’s “finer civilization.” But I do not wish to cavil at what is after 
all a good book, if it is not economic analysis. What I suspect is that 
the foregoing review is a specimen of irrelevance and impropriety—a 
would-be economist essaying to evaluate a work of pure literature in a 


“scientific”? medium. 
Frank H. Knicut 
UNIVERSITY OF CHICAGO 


Kartellpolitik. By S. Tscurerscuky. Berlin: Carl Heymanns 
Verlag, 1930. Pp. 156. 

Kartell und Trust. By S. Tscurerscuxy. Berlin: Walter de 
Gruyter & Co., 1932. Pp. 156. 

Konjunktur und Kartelle. By Horst WacEeNFUtnr. Berlin: Carl 
Heymanns Verlag, 1932. Pp. 62. RM. 4. 
Depression is shedding a good deal of light on the fiction of the com- 

bination movement which the new era had so abundantly provided 


and which finds its aftermath in the “planning”’ fads of the day. Par- 
ticularly the German literature is undergoing a good deal of revision 
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and amendment. Supplementing Arnold Wolfers’ recent Das Kartell 
im Lichte der Kartell literatur and Robert Liefmann’s new edition of 
Kartelle, Konzerne und Trusts, Tschierschky has given us his Kartell- 
organisation and Kartellpolitik as well as a thoroughly revised Kartell 
und Trust. 

The Kartellpolitik is an effort at analytical treatment of the cartel 
as a general phenomenon. Studies about cartels and their policies are 
almost always limited to one cartel, and in general their authors are 
closely associated with such organizations. Now Tschierschky with 
his wide range of experience presents a comprehensive effort at de- 
scription of cartel policy on its “three fronts,” viz., against its own 
membership, against outside producers, and against its customers. 

The traditional mare’s nest of cartel definitions is presented ; Tschier- 
schky stresses legal factors more strongly than is conducive to clear 
economic analyses and, in particular, tries to avoid a rigorous insist- 
ence on monopolistic tendency, in framing his own definition. “‘Influ- 
ence”’ (Macht) over market conditions has to him “‘nothing’’ to do with 
monopoly. The result is the inclusion of an enormous amount of de- 
scriptive material which—as the author himself says—makes cartel 
policy appear as ‘‘ausgesprochene Tagespolitik,”’ a subject singularly 
difficult to approach in an “analytical” fashion. The reader, however, 
has gained from this weakness in the author’s execution of his own ob- 
jective. It has given him the benefit of Tschierschky’s unique wealth of 
information and it has avoided the pitfall of generalizations which 
would have had a seductively clear-cut appearance not at all justified 
by the interwoven complexities of the described phenomena. 

The new edition of Kartell und Trust is unquestionably the best in- 
troductory treatment of the cartel problem. It makes full use of recent 
literature and should prove a useful reference volume for the foreign 
student. The author is not optimistic with regard to the extension of 
the cartel form even in the purely industrial field, and is critical of the 
price policy of the cartels. The distinction between “‘Kartell’’ and 
“Trust” as “genossenschaftlich-Kapitalistisch” and “privat wirt- 
schaftlich-Kapitalistisch” seems artificial, especially after the author’s 
vigorous stress upon the objectives of the cartel, viz., stabilization and 
increase of profits. Tschierschky gives an authoritative summary of 
German regulation, including the experience with the Kartellverord- 
nung of 1923 (pp. 138-46). 

Wagenfiihr’s monograph contains a careful treatment of the avail- 
able material regarding the relationships of cartels and cyclical fluctua- 
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tions. It is in a sense a sequel to the author’s earlier publications in the 
field. He has made a study of the movement of free and fixed prices 
during the depression and comes out of it with the general conclusion 
that the earlier claims of stabilization through cartel policy are com- 
pletely belied by experience, from the point of view of producers as 
well as of consumers. Some risks may be shifted, but from the stand- 
point of the economy as a whole vulnerability is increased in the proc- 
ess. The fact that the nominal prices in depression are often shaded off 
by special concessions does not change the circumstances materially. 
In fact, the gap between nominal and real prices is one more unsettling 
circumstance. The clear conclusion that price cartels intensify both 
boom and depression periods, because of their effect on expansion of 
capacity and their concealment of real costs in boom periods, will give 
little comfort to those who see a stabilizing influence in trade organiza- 
tions of various types. 
Harry D. GIDEONSE 
UNIVERSITY OF CHICAGO 


Workers’ Emotions in Shop and Home. By RexForp B. HERSEY. 
(“Wharton School Industrial Research Studies,” No. 18.) 
Philadelphia: University of Pennsylvania Press, 1932. Pp. 
xviii+441. $3.00. 

Mr. Hersey has developed a novel technique for industrial psychol- 
ogy; and by means of it he has secured some promising preliminary re- 
sults. It may be characterized as an infiltration of statistical methods 
into the LePlay type of intensive study of relatively few cases. Through 
the co-operation of the Pennsylvania Railroad, he was enabled to de- 
vote his full time for the greater part of a year to observation of seven- 
teen male workers repairing cars and locomotives. Four times a day 
he would chat with each subject, and later he would record the pre- 
dominant emotional state and any experiences which might cause it. 
Thus hundreds of quarter-day “‘periods”’ in the life of each man became 
available for tabulation and charting. One criterion in the choice of 
subjects was availability of a continuous measure of the individual’s 
production, which was studied in relation to his emotions and sur- 
rounding circumstances. Psychological and medical test data are given 
for each subject. 

Most of us would be able to give offhand a dozen reasons why such 
an investigation could not get below the surface: for example, the pro- 
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cedure would appear both comic and sinister to the shopmen; the sub- 
jects would be ridiculed by their fellows; their self-consciousness would 
make their reactions abnormal; and social barriers between workers 
and investigator would prevent him from reading realities. Mr. Her- 
sey’s account satisfies me, at least, that he has overcome most of these 
difficulties. One check is supplied by his somewhat similar studies on 
non-manual subjects. All told, the methods and controls described, 
which may be imitated by others, and the less easily imitated intelli- 
gence which may be discerned between the lines, make the findings 
worthy of respectful consideration. 

The bulk of the book consists in chapters devoted to individual 
workers, giving a proper emphasis to the peculiarities of character and 
problems in each case. One of the older workers, for example, a capable 
and intelligent fellow, was genuinely cheerful and contented nearly all 
the time. Other cases concretely show the incidence of unemployment, 
domestic difficulties, and especially of the nuances of supervision. 
Many readers will welcome these case reports most. Others will wel- 
come the generalizations. The author’s favorite discovery is the alleged 
(and entirely plausible) periodicity of “emotional resistance’ (i.e., 
capacity to keep feeling cheerful and unworried in the face of a given 
amount of fortune’s rebuffs), which he found in all his (male) subjects 
—shopmen, others, and himself. The average length of this cycle 
varied among the subjects, the bulk of the cases falling between four 
and six weeks. 

The leading source of the shopman’s current emotional state was 
usually assigned to one of three main categories: health and physical 
condition of the worker, home or other outside factors, and remarks of 
supervisors or other plant factors. Apparently these groups are of 
nearly equal importance in determining the tone of the worker’s feel- 
ing, which was predominantly on the pleasant side of “‘neutral’’ during 
the working day. The bearings of the evidence on problems of fatigue 
and “zest for activity,” also on monotony, are explored at some length. 
The technique is next to be applied to a group of repetitive workers. 
One of the shop cases supplies some hints as to how a job may leave 
the mind with too much freedom to brood on its troubles. Our author 
combats the Freudian type of extreme emphasis upon sex-mechanisms; 
in fact, he supplies the basis for a sort of quantitative estimate of the 
degree of their importance. 

The periodicity theory and other findings are applied in many 
specific ways in recommendations for improvement of labor manage- 
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ment; and some interesting comments of foremen upon the author’s 
recommendations are given. A positive correlation was found between 
output and emotional cheerfulness, but this relationship is rather less 
clearly marked than would be expected. ‘The psychologist, however,” 
observes Mr. Hersey, “who goes into an industrial establishment for 
the sole purpose of increasing production rather than bettering the 
adjustment of the individual members of the concern, whether workers 
or managers, is a traitor to his calling, in the present state of our 


economic system.” 
Z. C. DiIcKINSON 


UNIVERSITY OF MICHIGAN 


Property in the Eighteenth Century with Special Reference to Eng- 
land and Locke. By PASCHAL LARKIN. New York: Longmans, 
Green & Co., 1930. Pp. xi+252. 1os. 6d. 

With secularization of thought, the medieval explanation of prop- 
erty as a divine gift intrusted to earthly stewards was no longer ac- 
ceptable. Philosophical enthusiasm concerning the original “state of 
nature” slowly revealed an alternative explanation, and Locke’s 
theory of property, as expounded in his essay on Civil Government, 
came gradually to be classic. In an extremely provocative book, Dr. 
Larkin has essayed to trace the origins of Locke’s theory, to appraise 
its influence upon English thought, and to weigh its effect upon politi- 
cal and economic development in England, America, and France. The 
task is gigantic; the effect singularly meritorious! 

Before government was, said Locke, “property” existed. Every man 
had a “property” in his person to which none but the possessor could 
lay claim. In the “state of nature” the fruit of this rudimentary 
property—labor—was mixed with Nature’s bounty. Hence land ap- 
propriated by labor was also “property.” But the acquisition of Na- 
ture’s gifts was sanctioned by natural law only as long as enough was 
left for others. Thus “the same law of Nature that does by this means 
(labor) give us property, does also bound that property too.” Civil 
government, instituted to remedy the defects of Nature, was originally 
designed to guarantee natural rights; it was intended both to protect 
the product of individual labor and to prevent the undue engrossing of 
natural substance. ~ 

But it is the argument of Dr. Larkin’s essay that the eighteenth 
century came to see only one side of Locke’s bilateral theory of prop- 
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erty and that a perverted Lockeian doctrine supplied the philosophical 
background for the rise of individualism. This distortion is partly at- 
tributed to Locke’s failure to adequately emphasize social considera- 
tions because of his inability to rise “above the prejudices of his time 
and his class” (p. 74); partly to the growing concentration of political 
power in the hands of property-owners. The “‘naturalness’’ of private 
property was therefore emphasized while the limitation of property by 
social aspects was virtually forgotten. Possession of property was con- 
veniently rationalized as a reward for present, but, more frequently, 
for past labor; absence of property was employed as a proof of lassitude 
and indolence. Hence, punitive measures were advocated as a solution 
for pauperism. Jurists joined with landlords in extolling the virtues of 
property-owners. Property became sacred because it was “natural”; 
secure, because parliament obviously could not abrogate natural law! 

The application of this distorted theory of property, Dr. Larkin 
insists, was political: “From the Revolution political power was re- 
garded more and more as a piece of ‘property’”’ (p. 112). Was it not 
both reasonable and natural that property-owners should control the 
civil government originally designed to protect property? It was not 
mere chance, says Dr. Larkin, that “the policy of the age showed a 
special tenderness for the interests of property-owners” (p. 114) or 
that the eighteenth century saw a growth of indirect taxes. The dis- 
senting voices were drowned out by the chorus of property-praisers, 
and a theory of property stripped of its original social implication came 
largely to dominate not only English but also American and French 
thought. Yet many institutional factors tempered the translation of 
the theory of property, and these factors Dr. Larkin has analyzed in 
detail. 

Wisely, Dr. Larkin has not attempted to answer the eternal ques- 
tion whether the word or the deed came first. He has studied both in- 
stitutions and ideas. Although all readers of this book may not wholly 
accept Dr. Larkin’s interpretation of the place of the Lockeian idea of 
property in eighteenth- and early nineteenth-century history, they will 
be compelled to admire the scholarly effort which has been made to 
analyze genetically one of the basic institutions of the modern world. 


E. A. J. JOHNSON 


CorNELL UNIVERSITY 
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Readings in Public Finance and Taxation. By MARK CARTER 
Mitts and Greorce W. Starr. New York: Macmillan Co., 
1932. Pp. xvit+823. $3.50. 

The compilers state that the purpose of these selected readings is 
“primarily to supplement the instruction usually given by lectures and 
textbooks in courses of public finance and taxation,” and it may be 
added that this principal service has been well rendered. The readings 
have been adapted from a wide variety of recent descriptive materials, 
and preference has been given to factual and administrative rather 
than to historical and analytical studies. Eighty-three tables lend con- 
creteness to the subject matter presented. For the most part the selec- 
tions are remarkably free from equivocation or special pleading for 
group interests. The arrangement and chapter headings follow closely 
the most widely used texts in the field, and afford the beginner a con- 
venient and well-indexed source of rich illustrative material to accom- 
pany his text. 

The editorial prerogative of deleting unessential and wordy para- 
graphs has not been rigorously used, perhaps in an attempt to give 
complete treatment of the fewer subjects necessarily covered, and per- 
haps out of courtesy to those whose materials have been selected. At a 
time when the domestic revenue system is stretched almost to the 
breaking point, there is no chapter devoted to either the recent con- 
tributions to tax theory abroad or to the significant changes recently 
made in foreign revenue systems. Theoretical selections from classical 
economists as well as treatments of particular industrial and commer- 
cial tax problems are conspicuous by their infrequency or absence. 

The compilers refrain from editorial comment, interpretation, chap- 
ter introductions, or transitions, so that the book is not fitted to stand 
alone without a text unless it receives strong support from the instruc- 
tor. The volume is designed primarily, although not exclusively, for 
use in elementary courses in American colleges and universities, and 
it should prove a valuable and handy compilation for those teachers 
who are handicapped by limited library facilities. The compilers are 
to be credited with having recognized and met a long-standing need by 
their collection of interesting materials. 


Ernest H. HAHNE 


NORTHWESTERN UNIVERSITY 
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Alter und neuer Imperialismus. By CHRISTIAN ECKERT. Jena: 

Gustav Fischer, 1932. Pp. 46. 

Those interested in the idealogy of imperialism should find this an 
interesting addition to the long list of kindred interpretations to be 
found nowhere else but in German. Beginning in the accepted manner 
with a definition of imperialism, in this case more inclusive than usual, 
the author proceeds to divide modern history into imperialistic stages: 
the feudal or ‘‘élite”; the capitalistic; and the post-war “popular” im- 
perialism or Volksimperialismus. The significant fact in each succes- 
sive stage is the increasing breadth of popular interest in expansion. 
Russia, Japan, and Italy at present best exemplify the third stage. 
Leadership is in the hands of a select few, but, because it is carried on 
for the benefit and with the support of the whole people, and for their 
spiritual and moral as well as for their material welfare, it is bound to 
succeed—though there are three possible directions it may yet take— 
where capitalist imperialism failed. 


E. M. WINSLow 


Turts COLLEGE 
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